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In next month’s issue we are pleased 
to be able to bring you some of the =—— 
important tax papers of the First | 
Conference on Taxation held by West 
Virginia University. This Conference 
is a cooperative effort between the De- 
partment of Economics and Business 
Administration of the University, the 
West Virginia Society of Certified Pub- 
lic Accountants and the West Virginia 


State Bar Association. * * * * * 


In addition, the readers will find other 


Editor 
articles of timely importance, such as Henry L. Stewart 
i Nees : : ‘ ; Washington Editor 
Martin Atlas’s “Re-Examination of Per- Lyman L. Long 
: ) ‘ 4 “ z 4 Advisory Editor 
sonal Exemptions.” * * * * * * George T. Altman 


Business Manager 
George J. Zahringer 
Circulation Manager 

M. S. Hixson 


CCH 





Ts MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it contains 
signed articles on tax subjects of current interest, reports on pending state tax legislation, 
interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 
responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 


Subscription price: $6.00 per year—single copies, 50¢ 


TAxES—The Tax Magazine is published monthly by Commerce Clearing House, Inc., 

214 N. Michigan Ave., Chicago 1, Illinois. Entered as second-class matter January 13, 
1939, at the Post Office at Chicago, Illinois, under the Act of March 3, 1879. 

MAY, 1950 


VOLUME 28 NUMBER 5 








REG. U.S. PAT, 


The TAX M 





AGAZINE 











Contents for 
Mar. ss te te eo ss OO 


Volume 28 Number 5 
Acq. and Non-acq.—From the Reader ..................... 0. cece cee ees 402 
Sa i eee ane eee ce Sennen mn meee cee el teres WS oh ge Ter a ceno 405 
OMIT URN ss Sg os 8 ch gcd Sew werd ian asi SSIS oD aU wt has 409 
Tax Court Commissioners ........................ by Edward N. Polisher 413 


Employee Options Under the Federal Income Tax ....................... 


Ree TOSS») AL) TN et nary ee me Oe by John Jennings Boland 415 
IS TI asso Ribose es wd ee 8 


ah re ge ....by Albert Mannheimer and Joel Irving Friedman 423 
Civil Offers in Compromise..... by Harold Kamens and William A. Ancier 427 
Continuity of Interest in Nontaxable Reorganizations and Section 112 (g) 


ID i inch atk stubs di wi ach GAY oh ae eee bard CET by Alfred E. Holland 434 
Periodic Alimony Payments ........-...........2085- by Harold A. Kuhn 439 
Accounting Theory and Taxable Income.................. by John M. Stoy 442 
The Acceptance of the Indiana Gross-Income Tax..... by Franklin P. Hall 445 
1949 Developments in Pennsylvania Taxation......... by I. H. Krekstein 461 
LIPO's “Dollar Valus” Tawentety ........ 2... cece. by John J. Lang 471 
Taxation of Income in Blocked Currency............. by Marcel Klarmann 477 
The Effects of Seizure of Enemy-Owned Property on Federal Withholding 

Tax Agents ..........by John P. Dubrovsky and Felicia H. Dubrovsky 484 
co 0 a ree ers Scere ee eee eo Ree by Robert S. Holzman 489 
ic. ip Gk seg les iMlalabedc Wi Soave SRA oe Si ae Se 493 
a a: | Serra ane menmne. ee tect Sean nt eee ert eared: 495 
EN os ahah s,s acs 4b-Oas poo ema Ee ORE Re ea itek a ee 501 


rT I 6%, in, csc arcadia niet aaah Mace isic eee ea OA ead a 504 


Printed in U.S. A. Cover: Harris & Ewing Photo. 
Copyright 1950 by Commerce Clearing House, Inc. 








Aca. and Non-acq. 





Deductibility of Florida Gas Tax 
Sir} 


In the March, 1950 issue of TAXEs one 
of the items discussed in “Tax-Wise” was 
the deductibility by residents of Florida of 
the Florida gasoline tax. In my opinion, the 
article indicated a misunderstanding of the 
Florida gasoline tax situation so far as its 
deductibility for federal income tax pur- 
poses is concerned; and I thought you might 
like to have my views on the matter for 
what they may be worth. 


The basic factor in this situation is that 
the Bureau of Internal Revenue is attempt- 
ing to rewrite Section 23 (c) (3) of the 
Internal Revenue Code according to its own 
wishes and contrary to the intention of 
Congress. Furthermore, even if the Bureau 
regulations interpreting this section of the 
law are correct, the Florida decisions on 
which the Bureau relies for denying the 
deduction of the Florida gasoline tax do 
not*seem to sustain the Bureau’s position. 


The background of the subject is as 
follows: 


In 1934 the Bureau ruled that a retailer’s 
occupation tax could not be deducted by 
the purchaser even though it was passed on 
to him by the vendor. (See I. T. 2783, 
XIII-1 CB 54.) 


This and similar rulings of the Bureau 
were knocked out by Congress in 1942 by 
Section 122 of the Revenue Act of 1942 
which amended Section 23 (c) (3) to pro- 
vide that a retail sales tax is deductible by 
the purchaser “if the amount of such tax 
is separately stated.” This deduction is 
available to the taxpayer-purchaser regard- 
less of the fact that the tax is by state law 
imposed upon the vendor. As Regulations 
111, Section 29.23 (c) point out “the fact 
that, under the law imposing it, the inci- 
dence of the sales tax does not fall on the 
purchaser, is immaterial.” 





Shortly after this law was passed in Con- 
gress, the Supreme Court of Florida in the 
case of U. S. v. J. M. Lee held that “the 
Florida gasoline tax was imposed upon the 
vendor and not on the purchaser.” Of 
course, under Section 23 (c) (3) as passed 
by Congress, this fact made no difference 
so far as the deductibility of the tax by 
Florida residents was concerned so long as 
the filling station displayed a sign stating 
the amount of the tax separate. 


Then, in 1943, the Treasury Department 
issued I. T. 3616, 1943 CB 136. In that 
ruling the Bureau attempted to restrict the 
application of the relief granted by Congress 
in Section 23 (c) (3) by stating that no 
retail sales tax could be deducted, even 
though separately stated, unless “the tax 
was imposed. with respect to a sale made 
at retail, that is with respect to the last sale 
of the article within the State.” 


This ruling by the Bureau seems con- 
trary to the intent of Congress as expressed 
in Section 23 (c) (3). The clear intent of 
that provision of the Code was to afford to 
taxpayers a deduction for all taxes which 
they paid to a state or other political sub- 
division. The only requirement of Con- 
gress was that the amount of such tax be 
stated clearly to the purchaser at the time 
he made his purchase. In the light of the 
intent of Congress and of the broad word- 
ing of Section 23 (c) (3), it would seem that 
the Bureau’s position amounts to a mere 
verbal quibble. At best, it seems to me, 
that the Bureau’s position makes a distinc- 
tion which is without a difference and, in 
my opinion, that portion of the regulations 
is invalid. 

Even assuming that I. T. 3616 is valid, 
in my opinion the decisions of the Florida 
court do not sustain the Bureau’s disallow- 
ance of a deduction for the Florida gasoline 
tax. All that the Florida case held was 
that the Florida tax was imposed upon the 
vendor and not upon the purchaser. Noth- 
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ing was said about the tax being imposed 
upon the first sale within the state rather 
than upon the last sale. As the Treasury’s 
own regulations say, the fact that the tax is 
imposed upon the vendor is immaterial. So 
long as the tax is paid by the purchaser and 
is separately stated to him, he is entitled to 
the deduction. It would seem that Florida 
taxpayers are entitled to deduct their state 
gasoline tax under Section 23 (c) (3). 


I note from your magazine that the 
Miami Herald is attempting to alleviate the 
unfair situation which is caused by the 
Bureau’s posi on. I would suggest that 
the Herald might be well advised to take a 
test case on this matter into the courts, for 
it seems clear to me that the Treasury has 
no sound basis for denying to Florida tax- 
payers the right to deduct their state gaso- 
line tax. 


If a test case has already been tried and 
has failed, then it would seem that the 
Herald might do better to have Congress 
make a change in Section 23 (c) (3) to give 
taxpayers clearly and wunequivocably the 
relief which was originally intended to give 
them in the 1942 act. This would have 
the .dded advantage of forcing the United 
States Government to pay the Florida gaso- 
line tax upon gasoline purchased by it in 
the State of Florida, while at the same time 
giving residents of Florida an opportunity 
to deduct the amount of the tax which they 
pay to the state. 

CHRISTIAN M. LAuRITZEN 
CHICAGO 


[Miami Herald Scoops Us.—John Penne- 
kamp, in his column one day last month, 
commented on this letter. The time lag is 
due to the fact that at press time for the 
April issue we were forced to hold the letter 
over because of lack of space. Even though 
we were scooped on our own story, we ap- 
preciate the interest of Mr. Pennekamp and 
the Miami Herald in our publication and 
Mr. Lauritzen’s views.—Editor.] 


Suits for Refund 


Sir: 


As a regular reader of TAXEs, and a con- 
tributor as well, I am interested in correct- 
ing the article in the February, 1950 issue 
by Platt W. Dockery on “Suing the Col- 
lector.” The article deals with the recent 
amendment of Section 3772, Internal Rev- 
enue Code, which provides that a credit is 
deemed to be a payment to the collector. 
The point of the article is that before this 


Acq. and Non-acq. 


amendment, collectors could not be sued 
for “payments” made by credits, and that 
now collectors can be sted for such 
“payments.” 


Mr. Dockery has overlooked much more 
serious problems which this amendment has 
cured. The amendment is far more signifi- 
cant than one would think from reading 
his article. 


Mr. Dockery states, at page 141, that 
where a tax was “paid” by a credit, the 
taxpayer could not sue the collector, but 
was relegated to a suit against the United 
States in the district court, or to a suit in 
the court of claims. The truth is: (1) that 
suit could not be brought in the district 
court, as specifically held in Lowe Brothers 
Company v. U. S., 38-1 ustc J 9307, 304 U. S. 
302 (1938); (2) that the court of claims 
several times has refused to entertain such 
actions on the ground that a credit was not 
a “payment” and therefore could not con- 
stitute an “overpayment,” which must be 
established to support a refund. (See, e. g., 
Rosenstadt & Waller, Inc. v. U. S., 4 ustc 
7 1297, 7 F. Supp. 287 (Ct. Cls., 1934).) 


These questions were discussed in my 
article on “How to Handle Refund Claims 
and Suits for Refund,” which appeared in 
The Proceedings of the New York University 
Sixth Annual Institute on Federal Taxation, 
pages 125 to 144. The pertinent part is 
quoted below: 


“An interesting problem in suits for re- 
fund arises in the situation where an over- 
payment for one year is credited to a 
protested deficiency for another year. If 
the taxpayer has filed a claim for refund 
for the year of overpayment, and the Com- 
missioner allows the claim, crediting the 
Overpayment to an agreed deficiency of an- 
other year, the parties are in substantial 
agreement. Overpayments must be cred- 
ited to outstanding deficiencies. . 
Suppose, however, that the taxpayer pro- 
tests the deficiency for the other year, and 
seeks a cash refund of the overpayment. 
He then faces the question whether he 
should sue for the year of agreed overpay- 
ment or the year of alleged deficiency. 


“It-is settled that the taxpayer can sue 
for refund of the agreed overpayment, 
framing the complaint as seeking a refund 
for that year. This may seem odd 
at first blush, because there is actually no 
dispute as to that year. However, the 
courts have reasoned that a claim for re- 
fund seeks a cash refund, and that a credit 
is not a satisfactory substitute. The con- 
clusion is therefore reached that the claim 
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for refund is disallowed by crediting the 
overpayment to a deficiency for another 
year. As a result, suit for refund 
of the cash overpayment may be brought 
against the United States, or against the 
Collector who collected the tax involved. 


“Suppose, however, that the taxpayer 
chooses, or is compelled by the statute of 
limitations, to sue for the year of deficiency, 
seeking a refund of the amount credited 
to the deficiency. Here he becomes involved 
in technical difficulties. The Collector can- 
not be named as defendant, because he is 
not deemed to collect a tax paid by a credit, 
his action being confined to a bookkeeping 
entry at the direction of the Commissioner. 

This is so even though the Collector 
may have collected the overpayment and 
thus the very money involved in the credit. 
Nor can any suit be brought in the District 
Court, even against the United States. 

Here the reasoning is that the statute 

allowing suits against the United 
States in the District Courts was meant to 
permit them as a substitution for the suit 
previously allowed against the Collector. 
If no suit would he against the Collector, 
there is no jurisdiction of a suit against 
the United States. 


“The only possible remaining remedy for 
refund of a tax paid by credit lies in the 
Court of Claims. Here, however, a ques- 
tion is raised as to whether a credit tech- 
nically results in a ‘payment’ of the tax. 
The Court of Claims holds that it does not, 
that there is no cause of action for refund 
of a tax liability discharged by a credit. 

The theory relied upon for this con- 
clusion is that one cash payment for one 
year’s taxes should not create a cause of 
action for two different years. Other courts, 
though not reviewing Court of Claims cases, 
have indicated that a credit is to be re- 
garded as much a ‘payment’ of taxes as 
a cash remittance. And one decision 
of the Supreme Court, United States v. 
Swift & Co. [2 ustc $659, 282 U. S. 468 
(1931)], on certiorari from the Court of 
Claims, is sometimes regarded also as hav- 
ing adopted this view. There the taxpayer 
was awarded a refund for taxes ‘paid’ by 
a credit. However, the main question de- 
cided was the effective date of the allowance 
of the credit, and the court’s attention was 
not focused on the question under discus- 
sion. Moreover, in a later case .. . the 


1 The Shoptalker (‘‘Talking Shop’’) hasn’t con- 
ducted a column in this magazine since March, 
1949. 

20. K., no more poetry—after this issue (pp. 
407-408). 
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Supreme Court indicated that the question 
is still open. Since the right to maintain 
an action for the year in which the tax lia- 
bility was discharged by credit is so doubt- 
ful, it is much safer to sue, if possible, for 
refund for the year in which the cash over- 
payment arises.” 


I hope this information will be of interest 
to your readers. 
SAMUEL BropsKy 
NEw York Clty 


Of Footnotes and Ditties 
Sir: 


It is bad enough to be exposed to the 
banalities of the “shoptalker”’* but we cer- 
tainly don’t want a “poetry” department 
featuring dialect-ditties.’ 


We don’t favor the pseudo-scientific at- 
titude of some of your collaborators who 
think that plethora of footnotes is needed 
to give their writings a sublime aura,* but 
there is no need to fall into the other extreme. 


Otro L. WALTER 
New York CIty 


Big Drop in the Bucket 
Sir: 


In your April, 1950 issue of TAxEs, at 
page 376, you quote the following: 

“Personal income of the entire public 
amounted to $210 billion in 1949. This was 
only slightly below the 1948 record of $212 
billion.” 


Generally, everyone has become quite 
hardened to astronomical figures. It ap- 
pears that the writers for your fine magazine 
are also affected. Imagine referring to a 
difference of $2 billion as being “slightly 
below,” speaking comparatively. Frankly, 
$2,000,000,000 is quite a figure in and of itself. 

Further than this, as long as the personal 
income of the American public never falls 
below $210 billion, the writer has no 
objection. 

RicHArD F. MARUSZEWSKI 
MILWAUKEE, WISCONSIN 


[We agree. Ten billion dollars is quite 
a figure. At the average weekly wage of $50 
per worker, $2 billion would take up the 
entire wages of 40 million workers.—Editor ] 


3 TAXES’ readers are fortunate that some of 
the most skilled and learned tax men in the 
country write for the edification of other tax 
men. The contributors and their footnotes will 
have to stay. 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Meetings of Tax Men 


Federal Tax Institute of New England. 
—Fred S. Martin, Assistant Commissioner 
of Internal Revenue, will address an all-day 
forum to be held by the Federal Tax 
Institute of New England May 6 at John 
Hancock Hall in Boston. Dean Erwin N. 
Griswold, of Harvard Law School, and 
Hon. Calvert Magruder, Chief Judge of 
the First Circuit Court of Appeals of the 
United States, will preside at a panel dis- 
cussion by Treasury officials and leading 
tax attorneys on the topic, “Federal Taxes 
Affecting Real Estate.” 


Other speakers will be Robert F. Magill, 
Tax Legislative Counsel’s Office, Washing- 
ton, D. C.; Paul W. Adams, Hartford, 
Connecticut; and George R. Blodgett, Allan 
H. W. Higgins and Edward C. Thayer, 
Boston attorneys. 


Tax Executives Institute, New York 
Chapter.—The New York Chapter of the 
Tax Executives Institute will hold its sixth 
annual dinner May 18 in New York City at 
the Waldorf-Astoria. The guest of honor 
and principal speaker will be Thomas J. 
Lynch, General Counsel, United States 
Treasury Department. 

Invited guests include George J. Schoene- 
man, Commissioner of Internal Revenue; 
staff officers of the Treasury Department 
and the Bureau of Internal Revenue; and 
administrators from collectors’ and agents’ 
offices in New York and adjacent territories. 


American Bar Association: Section of 
Taxation.—The Section of Taxation of the 
American Bar Association will meet May 
21 and 22 in Washington, D. C., at the 
Mayflower Hotel, immediately following the 
annual meeting of the American Law Insti- 
tute. The purpose of the meeting will be 
for the Council to consider final drafts of 
committee reports which are to be printed 
in the advance program for the annual 


Tax-Wise 


meeting of the Section in September. While 
debate will be confined to members of the 
Council and Committee chairmen, the meet- 
ing will be open to all Section members. 

Tentative plans for the Annual Meeting 
to be held next September at the Statler 
in Washington include: 

September 15: Council and committee 
chairmen’s meeting (open to all members). 

September 16-18: General sessions, federal 
taxes. 

September 19: Sessions on state and local 
tax matters. 

Procedure for making reservations can 
be found on page 74 of the ABA Journal 
of last January. 


Tax Institute—The 1950 symposium of 
the Tax Institute will be held June 15 and 16 
in New York City at the Hotel Statler. 
The topic will be “Does the Present Tax 
System Foster Concentration of Economic 
Power?” 

The program committee includes A. D. H. 
Kaplan, chairman, Brookings Institution; 
Thomas C. Atkeson, Assistant to Com- 
missioner of Internal Revenue; Henry B. 
Fernald, Loomis, Suffern & Fernald; Nor- 
man D. Cann, Cann & Long; Paul T. 
Norton, Jr., Kilbourne & Jacobs Manu- 
facturing Company; Alfred G. Buehler, 
University of Pennsylvania; and Mabel L. 
Walker, Tax Institute. 


Tax Executives Institute, Philadelphia 
Chapter.—The Philadelphia Chapter of the 
Tax Executives Institute held its regular 
monthly meeting April 19 at the Drake 
Hotel in Philadelphia. James J. Mahon, Jr., 
partner in the firm of Lybrand, Ross 
Brothers and Montgomery, of Philadelphia, 
spoke on “Tax Aspects of Transactions 
Between Affiliated Corporations.” 


Chicago Tax Club.—At an open meeting 
of the Chicago Tax Club April 19 in the 
Civic Opera Building in Chicago, members 
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heard an address by John G. Arthur, Deputy 
Director of the Department of Assessments, 
City of Baltimore. Mr. Arthur discussed 
“The Reaction of a Tax Assessor to Cor- 
poration Tax Representatives.” 


Tax Executives Institute, Los Angeles 
Chapter.—The Los Angeles Chapter of the 
Tax Executives Institute gave a dinner 
April 17 for Robert A. Riddell, newly 
appointed Collector of Internal Revenue 
for the sixth district of California, and 
members of his staff. 


We'd Like Credit, Too 


On April 4, Congressman Norris Poulson, 
of California, inserted in the appendix of 
the Congressional Record an article from 
the March, 1950 issue of TAxes—The Tax 
Magazine. It was “Sporadic Income: A 


Solution,” by George T. Altman and Richard 
L. Rykoff, Los Angeles tax attorneys. The 
full text of the article was reprinted, and 
we are glad our authors received this addi- 
tional recognition of their idea, but we think 
TAxEs should have had a credit line too. 


Acme 


WASHINGTON.—Frederick J. Lawton, 
49, veteran of thirty years of government 
service, became Budget Director on April 
13 when Frank Pace, Jr. took over Army 
Secretary Gordon Gray’s position. Mr. 
Lawton has been with the Budget Bureau 
for fifteen years and had served as assistant 
to Mr. Pace. 





Marital Deduction Act 
Approved in New York 


In New York State, the Marital Deduc- 
tion Act, providing that property passing 
to a decedent’s surviving spouse should be 
deductible to the extent that it does not 
exceed fifty per cent of the “adjusted gross 
estate,” has been approved by the Governor 
as Chapter 585, Laws of 1950. Its provi- 
sions are similar to the federal estate tax 
marital deduction under Internal Revenue 
Code Section 812(e), and will be effective 
with respect to estates of decedents dying 
on or after October 1, 1950. 


Rights to Revision 
or Readjustment in New York 


In New York State it is essential for a 
corporation desiring to preserve its rights 
to revision or readjustment of tax to file 
its application within two years of the date 
of assessment or if such account shall have 
been reaudited and restated, then within one 
year, as the Commission is without au- 
thority to open the matter after the expi- 
ration of such period. This is the effect of 
Chapter 482, Laws of 1950, which provided 
that the tax commission, within its dis- 
cretion, may adjust a corporation account, 
and is effective July 1, 1950. Form 7 CT 
has been prepared for this purpose and will 
be furnished upon request to the Commis- 
sion. Particular care should be taken in 
listing the errors complained of (page 2 of 
form), because the Commission may restrict 
the evidence on the hearing to the points 
raised by the answer to this question on 
the form. 


Missouri Still Has Lowest Gas Tax 


In a special election April 4, the people 
of Missouri rejected a law to increase the 
state tax on gasoline from two cents to 
four cents, and the state remains the only 
two-cents-per-gallon state in the country. 
The increase, purportedly effective last 
October, was suspended at that time by a 
referendum. 





Two Seats Per Car 


Open-air, or drive-in, theatres in Kentucky 
are included in the definition of theatres 
for licensing purposes. Each parking space 
for a vehicle from which the performance 
may be viewed shall be construed as the 
equivalent of two seats in calculating the 
license fee. 
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Compulsory Arbitration 
Used to Determine Domicile 


What was apparently the first use of 
compulsory arbitration for the settlement 
of a question of domicile concerned the 
estate of one Isabel Anderson. The dis- 
pute involved the states of Massachusetts 
and New Hampshire. The board of arbitra- 
tion found that the decedent, Isabel Anderson, 
was domiciled in Massachusetts for inheritance 
tax purposes at the time of her death. 


The use of arbitration to settle the double 
domiciliary claims involved in the case may 
serve as the forerunner for the adoption of 
such arbitration measures by states besides 
those which already have adopted such 
statutes as a means of solving what has 
been one of the most troublesome problems 
in state inheritance taxation. 

In this case, the decedent had a residence 
in each of the states, and the question was 
which residence was her home for purposes 
of domicile at the time of death. A board 
of arbitration was created under the pro- 
visions of Chapter 65B of the General 
Laws of Massachusetts, and Chapter 89A 
of the Revised Laws of New Hampshire. 


After holding hearings and taking evi- 
dence, it was determined by a majority of 


the board that the decedent was domiciled 
in Massachusetts. The majority based its 
opinion on an equal consideration of all 
the evidence. The minority opinion, pre- 
pared by New Hampshire’s chosen repre- 
sentative, was based on an emphasis of the 
expressed intentions of the decedent as to 
her choice of domicile. 


The chaiman of the board of arbitration 
was George Maurice Morris, of Wash- 
ington, D. C. 


Entomological Note 


When Bancroft Gherardi Davis, of the 
New York law firm of Webster, Sheffield 
& Horan, had finished running down a case 
for a client that involved the question of 
whether or not damage by moths and 
termites was deductible under Section 23 
(e) (3), he was moved to compose the 
following: 


SUBJECT: MOTHS, TERMITES 
AND OTHER INTERNAL 
REVENUE 


Dear Client your woes are appalling, 
We've given your name to the cloth, 
Your mansion like Usher is falling, 


Your Steinway is muted with moth. 


Devaluated Line Drive 


Ted Williams, of the Boston Red Sox, 
was reported by the New York Times as 
signing the highest salaried baseball contract 
in the history of the game—an estimated 
$125,000. In the old days, Babe Ruth was 
tops in the profession with a yearly income 


of $80,000. 
DOLLAR SALARIES 
This is a comparison of Ruth's 


ond Williams’ dollar salaries. 
take-home pay. 





WILLIAMS 
1950 





TAKE-HOME PAY 


But after federal income taxes, 
this is a comparison of their 





BUT—the chart below compares the 
two salaries in the light of changes in taxes 
and the buying power of the dollar. If 
Ted Williams were to have as much buying 
power in 1950 as Babe Ruth had in 1931, 
he would have to be paid $327,451. 


WHAT THE TAKE-HOME WILL BUY 


Inflation has shrunk the buy- 
ing power of the dollar since 
1931, so Williams’ real take- 
home pay is only a little over 
half of Ruth’s—57%. 





WILLIAMS 
1950 


WILLIAMS 
1950 
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We, like Niobe, mourn your infliction, 
But hard as we scratch our toupee, 

We are faced with the legal conviction: 
It can’t be deducted away. 


Though termites encroach on your rafter 
And gnaw on your mullioned ogee, 
The Bureau erases with laughter 
Your claims under 23(e). 


Though moths nestle deep in your spinet 
And myriad larvae are hatched, 

Your return will return in a minute— 
An extra assessment attached. 


We’ve scanned every Bureau direction 
We've checked on each supplement form, 

But the losses allowed in this section 
Are bounded by fire and storm. 


If your lodge had a variant visne 
Your worries would vanish in spray 

I’m sure we'd deduct for Bikini— 
I think that we could for Pompeii. 


If a mistral had caused the destruction, 
Or your house had been hoist by petard, 
We would gladly assert a deduction 
But for termites and such it is barred. 


Neither termite, nor cricket, nor weevil, 
Nor moths that invade your abode 
Are considered sufficiently evil 
To qualify under the Code. 


No nuance of classification 
Delimits invertebrate things— 

In the eyes of the gods of taxation 
A moth is a termite with wings. 


B. G. D. 


Two More States Authorize 
Out-of-State Tax Suits 


Maryland and Kentucky have joined the 
states which in recent years have author- 
ized out-of-state suits for taxes on a re- 
ciprocal basis. Other states in reciprocal 
tax agreements are Alabama, Georgia, Maine, 
Minnesota, Missouri, North Carolina, Ore- 
gon, Tennessee and Wisconsin. 


State Income Tax Reimbursable As 
Cost Item on Government Contract 


The Office of Contract Settlement Appeal 
Board allowed reimbursement of the Indiana 
gross income tax incurred by receipt of a 
fixed fee under a cost-plus-fixed-fee con- 
tract. The contractor had requested that 
the tax be made a direct charge to the 
contract rather than a part of the general 
overhead expense, and the contract was so 
executed. 
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Later the Bureau of Supplies 


Acme 


WASHINGTON. — Mrs, Imogene B. 
Wright, waitress and author of Handbook 
for Waitresses, told the Senate Finance 
Subcommittee the major problem of taxing 
tips; 3,000,000 waiters and waitresses would 
have to tell the truth. The Committee is 
considering a bill to enlarge social security 
coverage to include waiters and waitresses. 
The way to do it, she said, is to abolish tip- 
ping, institute a minimum wage, and add a 
flat ten or fifteen per cent to the diner’s 
check. 








and Accounts questioned reimbursability of 
the item, contending that the contracting 
officer never intended that the portion of 
the tax based on the fixed fee be reimbursable. 
The Board held that the appellant was 
amply justified by the actions of the con- 
tracting officer in believing the entire tax 
was reimbursable. Despite the general policy 
of the government to regard this tax as 
not reimbursable, it was considered so in 
this case. 


When Are You ‘‘Doing Business”’ 
in Georgia? 


What constitutes doing business in Georgia 
for state income tax purposes has recently 
been defined by the Georgia Legislature to 
overcome the holding in the Dan River Mills 
case. The Legislature enacted a law, effec- 

(Continued on page 500) 
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William H. Kennedy, Assistant Deputy 
Commissioner, in charge of the Alcohol 
Tax Unit permissive and tax collection 
activities, can address more people from 
Maine to California by their given names 
than any other official of the Bureau. He 
has the faculty of getting and retaining 
the name of every person to whom he is 
introduced. He is also well known through- 
out the Bureau. On the other hand, the 
Alcohol Tax Unit is the least known of 
the units of the Bureau to its 55,000 em- 
ployees. This is because of the many re- 
organizations over the past thirty years 
effecting the functions now performed by 
this Unit. Since the Alcohol Tax Unit 
plays such an important part in the col- 
lection of the revenue, its background is 
of particular interest. 


The Bureau of Internal Revenue has ex- 
ercised control over the production and 
distribution of liquors for tax purposes since 
it was established in 1862 and has con- 
trolled the production, denaturation and use 
of denatured alcohol since 1906. These 
functions are, at present, vested in the 
Alcohol Tax Unit of the Bureau—the history 
of which embraces a number of Bureau 
reorganizations over a period of many years. 

Prior to the effective date of the National 
Prohibition Act, January 16, 1920, the func- 
tion of collecting the revenue from liquors 
and the enforcement of the internal revenue 
laws relating to liquors and denatured 
alcohol were conducted by the Commis- 
sioner through a division known as the 
Distilled Spirits Division in the Washing- 
ton headquarters and collectors and revenue 
agents in the field. 

With the advent of prohibition, a unit 
known as the Prohibition Unit was set up 
in the Bureau for enforcing the National 
Prohibition Act and the internal revenue 
laws relating to liquors. This unit was 
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abolished by the Act of March 3, 1927, 
which created, for the enforcement of these 
laws, a separate bureau in the Treasury 
Department known as the Bureau of Prohibi- 
tion, the head of which was a Commissioner. 

The next major change occurred under 
the Act of May 27, 1930, known as the 
Prohibition Reorganization Act of 1930, 
which transferred the Bureau of Prohibi- 
tion to the Department of Justice. That 
bureau was thereafter charged with the 
enforcement features only of the National 
Prohibition Act and the internal revenue 
laws relating to liquors. These functions 
included investigations of illicit operations, 
arrests and seizures for various types of 
violations. The regulatory, permissive and 
tax functions arising under the National 
Prohibition Act and the internal revenue 
laws, which included the control of the 
legitimate industry, were placed in a Bureau 
of Industrial Alcohol in the Treasury 
Department. 


The Bureau of Prohibition in the De- 
partment of Justice was abolished on August 
9, 1933, pursuant to the provisions of Ex- 
ecutive Order of June 10, 1933, effecting 
a general reorganization of executive depart- 
ments. Its functions, however, were con- 
tinued without substantial change in a separate 
unit called the Alcohol Beverage Unit. 


The Federal Alcohol Control Administra- 
tion was created on December 4, 1933, by 
Executive Order No. 6479. A system of 
codes was set up to protect the consumer 
against deception and from false and mislead- 
ing labeling and advertising, and to prevent 
unfair trade practices, such as commercial 
bribery, consignment sales, etc. It was the 
function of the Federal Alcohol Control 
Administration to enforce these regulations. 


On March 10, 1934, pursuant to Execu- 
tive Order No. 6639, the present Alcohol 
‘Tax Unit was established. It took over 
the functions and personnel of the Alcohol 
Beverage Unit in the Department of Justice 
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and those of the Bureau of Industrial 
Alcohol, which was also abolished. The 
Federal Alcohol Control Administration con- 
tinued as a separate and distinct adminis- 
tration in the Treasury Department until 
May 27, 1935, when it ceased to function 
by reason of the National Industrial Re- 
covery Act being declared unconstitutional 
in the Schecter case. 

The Federal Alcohol Administration was 
created as a division of the Treasury De- 
partment by the Federal Alcohol Adminis- 
tration Act on August 29, 1935, as the 
successor to the Federal Alcohol Control 
Administration. The Alcohol Tax Unit 
acquired the functions of the Federal Alcohol 
Administration on June 30, 1940, under the 
provisions of Reorganization Plan No. III. 
This resulted in the elimination of duplica- 
tion, provided for simplification and again 
placed the entire control of the liquor and 
industrial alcohol industries in one unit of 
the Bureau. 


The Alcohol Tax Unit is charged with 
the administration of the laws relating to 
the production, warehousing, tax payment, 
rectification, packaging and distribution of 
distilled spirits, wines and fermented malt 
liquors; the production, warehousing, tax 
payment, denaturation and distribution of 
industrial alcohol; the determination, as- 
sertion and assessment of taxes and penal- 
ties on such liquors; the investigation of 
returns covering occupational and com- 
modity taxes; the regulation of the manu- 
facture and use of liquor bottles; the 
chemical analysis of liquors and other prod- 
ucts to determine their taxable status and 
proper labeling; the administration of the 
provisions of the Federal Alcohol Adminis- 
tration Act relating to the regulation of 
interstate and foreign commerce in distilfed 
spirits, wines and fermented malt liquors; 
the labeling and advertising thereof; and 
with the investigation, detection and pre- 
vention of willful and fraudulent violations 
of the internal revenue laws relating thereto. 
The unit is also charged with the enforce- 
ment of the Liquor Enforcement Act of 
1936, the National Firearms Act (registra- 
tion of firearms), the Federal Firearms Act 
(transportation of firearms in interstate 
commerce), the Act of August 9, 1939 
(forfeiture of vehicles seized in the trans- 
portation of firearms in violation of the 
National Firearms Act), and the investiga- 
tion for the entire Bureau of accident cases 
involving claims against the government 
under the Federal Tort Claims Act. 


The work of the unit over many years 
has been decentralized so that the head- 





quarters office at present consists of slightly 
less than 200 positions, while the field 
personnel consists of approximately 4,150 
positions. Approximately sixty-eight per 
cent of this personnel is utilized for the 
purpose of exercising control over 400,000 
permittees and taxpayers and the collection 
of around two billion dollars annually in 
revenue from this source. Approximately 
thirty-two per cent of the personnel is 
utilized in the detection of illicit operations 
and development of criminal cases. No 
other industries are as closely supervised 
and regulated as are the industrial alcohol 
and beverage liquor industries. This control 
is exercised under numerous provisions of 
law, thirty separate and distinct regulations, 
a permit system, inspection of premises 
and direct supervision by personnel on the 
premises of many types of plants. Those 
functions generally referred to as permissive 
and tax collection activities come under the 
direction and supervision of William H. 
Kennedy, Assistant Deputy Commissioner, 
and a force of almost 3,000. 


ENNEDY is completing his thirty- 

eighth year in government service. He 
was born on a farm in Spencer County, 
Indiana, educated in the public schools of 
that county, private schools, Lockyears 
Business College and Central Normal Col- 
lege. He began his career as an eighteen- 
year-old school teacher and followed that 
profession for five years, continuing his edu- 
cation during the summer vacation months. 


He was appointed an inspector in the 
Customs Service on July 19, 1912, at Evans- 
ville, Indiana, and the following year trans- 
ferred to the Bureau of Internal Revenue 
as a storekeeper-gauger, in which position 
he served in various places in Indiana until 
1918 when he was transferred to a clerical 
position in the old Distilled Spirits Division 
of the Bureau in Washington, later being 
placed in charge of the wine work of the 
Bureau. 


With the approach of prohibition, he was 
trained in organization activities and sent 
to the field as a Bureau representative to 
organize the prohibition field forces. He 
served in the positions of Special Prohibi- 
tion Field Supervisor, A’ssistant Field Super- 
visor and Field Supervisor. 

On August 16, 1922, he was made Assist- 
ant Chief, General Prohibition Agents, a 
nation-wide enforcement organization with 
headquarters in Washington. 

In September, 1925, at the time of re- 
organization of the forces, he was made 
Assistant Prohibition Administrator for the 
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District comprising the States of Illinois, 
Indiana and Wisconsin, with headquarters 
in Chicago. Upon the creation of the Bureau 
of Prohibition on April 1, 1927, he retained 
the title of Assistant Prohibition Adminis- 
trator. His title was changed on August 
16, 1930, to that of Assistant Supervisor 
of Permits upon the creation of the Bureau 
of Industrial Alcohol and upon repeal of 
prohibition to that of Assistant District 
Supervisor. 


Enforcement of the prohibition laws was 
one of the most trying and difficult tasks 
placed upon any government law-enforce- 
ment organization. During these years 
Kennedy was detailed on many special and 
confidential assignments in various parts of 
the country. Typical of these was one to 
the District of New Jersey in 1927, where 
conditions were intolerable in so far as law 
enforcement was concerned. The Newark, 
New Jersey Evening News of July 22, 1927, 
carried the following editorial: 


“Dry Law Violators May Expect 
No Petting Now 


“Bringing with him the sobriquet of 
‘the iron man’, the newly appointed assist- 
ant to the prohibition administrator for New 
Jersey is about to take up his duties. Mr. 
Kennedy is fresh from service in Chicago, 
where the forces of evil are said to be 
especially hard boiled and not responsive 
to appeals to their better nature and other 
gentle treatment, so he perhaps is admirably 
equipped to deal with the situation here. 
If so, he is a rare bird. 


“Other iron men have been among those 
who in bewildering succession have coped 
with bootleggery and scoflawry in New 
Jersey. As that title has not been conferred 
either in praise or reluctant admiration, it 
seems reasonable to suppose their iron was 
not hard enough or was not applied with 
adequate ruthlessness. 


“Perhaps this is just the iron hand for 
which the situation here has been waiting. 
We are ready to have anything tried once, 
and if it is a stronger iron man we need, 
good luck to him.” 


In September, 1937, Kennedy was ap- 
pointed to his present position of Assistant 
Deputy Commissioner in charge of the 
Alcohol Tax Unit permissive and tax work. 
He assists the Deputy Commissioner of the 
Alcohol Tax Unit in the over-all manage- 
ment of the unit and acts as the uwnit’s 
representative before the Bureau of the 
Budget and various Congressional com- 
mittees considering legislation effecting the 
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collection of the revenue and the control 
of the industrial alcohol and liquor industries. 


During the war Kennedy directed the 
Alcohol Tax Unit’s participation in the 
alcohol production program. It was neces- 
sary to convert the beverage production in- 
dustry to industrial alcohol production for 
war purposes. In this activity he cooperated 
with the War Production Board, the Recon- 
struction Finance Corporation, the Defense 
Supplies Corporation, the Defense Plant 
Corporation and the Office of Price Ad- 
ministration in carrying out the over-all 
governmental alcohol program. 


T THE CLOSE of the war when it be- 

‘Came necessary to control the use of 
grain for the manufacture of beverage 
spirits, he cooperated with the Department 
of Agriculture in this program and supervised 
the Alcohol Tax Unit’s participation in the 
control of grains for the manufacture of 
beverage spirits. In more recent years, he 
has cooperated with the National Security 
Resources Board in connection with its 
plans for conversion of the industry to alcohol 
production in the case of another emergency. 


For the past three years as Assistant 
Deputy Commissioner he has devoted a large 
part of his time and efforts to the simpli- 
fication of the antiquated laws and regula- 
tions of the Bureau dealing with the industrial 
alcohol and beverage industries. He has been 
particularly successfut in this field of activity. 


During the greater part of his service 
he has directed large groups of personnel 
in the Bureau headquarters and in the field. 
He is one of the most active men ever to 
have served in the Bureau by reason of his 
leadership and driving power. He is an 
outstanding authority in the administration 
of the industrial alcohol and beverage liquor 
laws. He is held in high esteem by the 
industry because of his fairness in dealing 
with the public and taxpayers. He takes 
great pleasure in sitting down with a member 
of the industry and assisting him in solving 
construction and operational problems. He 
has always been quick to appraise the capa- 
bilities of the personnel working under his 
direction and over these many years has 
followed the policy of surrounding himself 
with young and able assistants. 

He has retained his legal residence in 
Indiana during all his years of service and 
while being born and raised as a Hoosier 
on the north bank of the Ohio River, he 
has alwavs been closely connected with the 
State of Kentucky. He was recently appointed 
and commissioned a Colonel on the staff of 
Governor Clements of that commonwealth. 
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Congress 


Taxation of Life Insurance Companies.— 
Legislation to correct the formula used in 
computing the income of life insurance com- 
panies for the years 1949 and 1950, as re- 
ported by the Committee on Finance, was 
passed by the Senate on April 13. 


As originally passed by the House, the 
bill (H. J. Res. 371) would have provided 
for collection of taxes retroactively for the 
year 1947 and subsequently. The bill passed 
by the Senate would not seek to collect back 
taxes for the years 1947 and 1948. Conse- 
quently, the Senate sent the bill to confer- 
ence on April 17. The conferees are Senators 
George, Connally, Byrd, Millikin and Taft. 


New Tax Bills—Two bills containing a 
number of technical provisions were intro- 
duced in the House on March 16 and March 
23. H. R. 7738 and H. R. 7825 were both 
sponsored by the American Bar Associa- 
tion’s Section of Taxation, whose chairman is 
Mr. H. Cecil Kilpatrick of Washington, D: C. 


The two bills are virtually identical. 
Among the important provisions contained 
in them are the following: elimination of the 
life-insurance factor of pension trusts from 
taxable income of employees; deductibility 
of contributions by an employer to union 
welfare trusts; extension of capital-gains 
treatment to pensions or profit-sharing dis- 
tributions made within one year on account 
of the employee’s separation from the serv- 
ice or on account of his death, and irrespec- 
tive of whether the pension or profit-sharing 
plan is set up on an annuity basis or trust 
basis; and extension of business bad-debt 
deductions. 


Two other bills introduced several months 
ago are still in the Committee on Ways and 
Means. H. R. 440 and H. R. 6518 would 
both provide a deduction for housekeeping 
expenses of gainfully employed persons; 
H. R. 440 would provide additional deduc- 
tions for expenses of transportation to and 
from work and for expenses incurred by a 
professional person in taking required in- 
structions in connection with his work. 


Supreme Court 


Litigation Expenses in Will Contest Non- 
deductible—The Court denied certiorari in 
a case from the Court of Claims, where it 
was held that litigation expenses incurred 
by the taxpayers in defending their interests 
in a will contest were not deductible as non- 
trade or nonbusiness expenses under Code 
Section 22(a)(2) since they constituted cap- 
ital expenditures for protection of a capital 


412 


investment. 
ustTc J 9125.) 


Taxation of an Estate.—The Court of Ap- 
peals for the Second Circuit held that an 
estate may not deduct as income properly 
paid the amount of capital gains distributed 
to a residuary legatee, since under New 
York law capital gain received by an estate 
becomes a part of corpus rather than of 
income when distributed to a_ residuary 
legatee. Certiorari was applied for on April 
17. (Carter et al., Exrs. v. Hoey, 50-1 ustc 
7 9156.) 


Alimony.—Certiorari is sought also in a 
case involving the taxability of payments 
from two separate alimony trusts, of addi- 
tional payments from the divorced husband 
to make up the deficit when the trusts did 
not yield sufficient income, and of reim- 
bursements from the husband for income 
taxes the taxpayer was obligated to pay on 
her alimony payments. (Mahana v. U. S 
50-1 uste J 9164.) 


(Roberts, Sup’t v. U. S., 50-1 


°9 


The Commissioner 


Deductibility of Sales Taxes.—A recent 
ruling of the Income Tax Unit held that the 
gross sales tax imposed by Section 125 of 
the District of Columbia Revenue Act of 
1949 is deductible by the vendor under Code 
Section 23(c)(1). The following excerpts 
from the ruling (I. T. 4004) relate to differ- 
ent aspects of the sales tax: 


“ 


The gross sales tax collected by 
a vendor from a purchaser must be included 
in the vendor’s gross income for Federal 
income tax purposes. To the extent that 
such tax is paid by the purchaser, otherwise 
than in connection with his trade or busi- 
ness, it is deductible by the purchaser under 
section 23(c)(3) of the Code, except in the 
case of an individual who elects to take the 
optional standard deduction. Where the 
gross sales tax is paid with respect to prop- 
erty purchased for use in the purchaser’s 
trade or business, it is deductible by him as 
a business expense if the cost of the prop- 
erty acquired is properly chargeable to ex- 
pense, or it should be treated as a capital 
item where the cost of the property is prop- 
erly capitalized. Where the purchaser is 
an individual and the sales tax is deductible 
as a business expense, the deduction must 
be taken in arriving at his adjusted gross 
income, In the case of purchasers 
(other than individuals) engaged in trade 
or business, the deduction is allowable as a 
business expense in determining net income.” 
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TAX COURT COMMISSIONERS 


By EDWARD N. POLISHER 


rMHE TAX COURT of the United States 

handles and disposes of more litigation 
than any court in the nation. Statistics 
reveal that from July 16, 1924, to Novem- 
ber, 1949, a total of 140,102 cases were 


docketed and, during the same _ period, 
132,647 cases were disposed of. The annual 
average exceeds 5,000 matters. Moreover, 


no other court in the world tries cases 
which in the aggregate total such great 
amounts. (93 Congressional Record 8385.) 
The efforts and labor of the court in trial 
of the cases and of the Commissioner’s 
staff and counsel for the taxpayer in pre- 
paring for the trials and in settling cases 
are prodigious. 

In the search for techniques to relieve 
trial courts of the heavy burden of hearing 
and deciding the great volume of litigation 
presented to them, and to expedite its dis- 
position, Congress in certain types of legal 
controversies has authorized the use of com- 
missioners to take testimony. The practice 
of referring pending actions for this purpose 
under a rule of court, by consent of the 
parties, was well known at common law 
and in equity. (45 American Jurisprudence 
542, Section 4; 19 American Jurisprudence 
251, Section 365; 30 Corpus Juris Secundum 
911, Section 514.) As early as 1855, the 
Court of Claims was given power to appoint 


Tax Court Commissioners 


Attorney, Philadelphia 


commissioners to take testimony and re- 
port findings. (Section 3 of the Act of 
February 24, 1855; Statutes at Large, Chap- 
ter CXXII, Volume X, page 612.) This 
provision is incorporated in the Code. (28 
USCA Sections 792 and 2503.) 


Congress was aware of the burden placed 
upon the Tax Court in hearing and deciding 
such a volume of cases. (See argument on 
the applicability to the Tax Court of sec- 
tions of the Administrative Procedure Act, 
Kennedy Name Plate Company v. Commis- 
sioner, 48-2 ustc § 9395, 170 F. (2d) 196 
(CA-9, 1948).) Section 503 of the Revenue 
Act of 1943 (58 Statutes 72) added a sub- 
section to Section 1114 of the Internal 
Revenue Code, authorizing the presiding 
judge of the Tax Court to designate a com- 
missioner from the legal staff of the Tax 
Court to take testimony. The commis- 
sioner is governed by the rules promulgated 
by the court. This section first appeared 
in the same legislation which conferred 
upon the Tax Court jurisdiction in renegotia- 
tion cases. One can surmise that the com- 
missioner provision was intended to eliminate 
criticism that the work of the Tax Court 
would suffer by the addition to its case load. 

In authorizing the use of commissioners 
in the Tax Court, Congress evidently had in 
mind the similar practice of the Court of 
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Claims, since the same travel and subsistence 
allowances were provided for. (Code Sec- 
tion 1114(b).) The commissioner in the 
Court of Claims must devote all his time 
to his duties. He fixes the time for hearing, 
administers oaths, examines witnesses, re- 
ceives evidence, reports his findings of fact 
and recommends conclusions of law in the 
cases assigned to him. (McClure, “Practice 
and Procedure in the United States Court of 
Claims,” TAxes—The Tax Magazine, March, 
1949, pages 201-202.) The hearing before the 
commissioner is conducted in the same man- 
ner as is the examination of witnesses in 
any trial court. (Whitaker, “The United 
States Court of Claims,” 12 Journal of the 
Bar Association of the District of Columbia 
200, 202 (1945).) In addition, and of great 
importance to the bar is the fact that the 
commissioner may and frequently does take 
testimony in a single case in several different 
cities in the country. (Whitaker, op. cit., 
supra.) 


Rule 48 


Under Rule 48 of the Tax Court Rules 
of Practice, the commissioner is required 
to conduct the hearing in accordance with 
the Tax Court’s rules of practice. He must 
decide on objections and other evidentiary 
matters, in conformity with the rules of 
evidence as provided in Section 1111 of the 
Code. He also has power to issue subpoenas 
and is vested with all other incidental au- 
thority necessary for the conduct of the 
hearing. 


Rule 48 further provides: “Unless other- 
wise directed, the parties shall have 30 days 
from the closing of proof in the case for 
filing proposed findings of fact. . . . Within 
20 days from the filing on the Commissioner’s 
proposed findings of fact, the parties may 
file exceptions to all findings to which 
they object, which exceptions will be con- 
sidered by the Division to which the case 
is assigned.” Thus, the parties have an 
opportunity to deal with the proposed find- 
ings of fact in advance of the issuance of 
an opinion. This is not available when the 
hearing takes place before a judge of the 
court. By this provision, the parties may 
focus for the court, by specific objections, 
particular issues of fact as to which the 
parties are in disagreement. The parties 
have forty-five days after the commissioner 
files the proposed findings of fact within 
which to file briefs, and fifteen days to file 
reply briefs. Oral argument may be had in 
the discretion of the division to which the 


case is assigned, upon motion of either 
party or on its own motion. 


Generally, though a commissioner to whom 
a case is referred to take testimony is not 
an officer of the court (see 45 American 
Jurisprudence 575, Section 44, and 45 Ameri- 
can Jurisprudence 555, Section 17; Carson 
and Eaton v. Smith, 5 Minn. 78 (1860)), and 
only the action of the court based on his 
findings determines the rights of the 
parties (North Carolina Railroad Company 
v. Swasey, 90 U. S. 136, 23 Wall. 405 (1874) ), 
those findings have ,every reasonable pre- 
sumption in their favor. (Tilghman v. Proc- 
tor, 125 U. S. 136 (1887).) Since they 
depend upon the weighing of conflicting 
testimony of witnesses, observed only by 
the commissioner, they will not be set aside 
or modified unless clear error or abuse is 
apparent. (Anderson v. Mount Clemens 
Pottery Company, 328 U. S. 680 (1946).) 


Bibb Manufacturing Company Case 


Apparently only one case in which a com- 
missioner was used has reached a final de- 
termination. (Bibb Manufacturing Company 
v. Secretary of War, 12 TC 665 (1949).) 
In the opinion, Judge Murdock took pains 
to point out that only the findings of fact 
were the commissioner’s. The latter did 
not decide any of the legal issues, or the 
ultimate finding of the amount of excess 
profits of the petitioner which was there 
involved. 


For the first time, a commissioner has 
been appointed in an income tax case. 
(Brown and Williamson Tobacco Company v. 
Commissioner, Docket No. 15020.) This case 
was heard at Louisville, Kentucky, beginning 
November 1, 1949. Involved was an aggre- 
gate deficiency of $1,800,000, the principal 
issue being the percentage of coupons issued 
on cigarettes in a given year 1940 through 
1943 which will eventually be presented for 
redemption. The hearing apparently lasted 
some three days and the transcript runs to 
500 pages; in addition to which a lengthly 
stipulation of facts was filed. By use of 
a commissioner, the parties were enabled to 
have a hearing in Louisville, where the 
petitioner’s records were kept, far in ad- 
vance of the time when a judge of the court 
might be available for a sitting in that city. 


Only in these two cases has the pro- 
cedure of empleving a commissioner to take 
testimony been usec. This is apparently 
due to the novelty of the practice and the 
lack of familiarity with it on the part of 
the bar. 

(Continued on page 512) 
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EMPLOYEE OPTIONS 





Under the Federal Income Tax 


By JOHN JENNINGS BOLAND 


ON THE GROUNDS OF EQUITY, REVENUE CONSIDERA- 
TION AND SOUND ADMINISTRATION, THE PRESENT TAX 
TREATMENT OF EMPLOYEE OPTIONS IS JUSTIFIED 





Mr. Boland is Assistant Tax Legislative Counsel, United States Treasury Department. 
However, the views expressed in this article are his own personal views and are not to be 
construed as necessarily reflecting the official position of either the Treasury Department 


or the Bureau of Internal Revenue. 


MPLOYEE OPTIONS’? and their in- 

come tax consequences have created 
about as many tribulations in the adminis- 
tration of the federal revenue system as any 
other problem presented by taxpayers since 
the inception of our federal income tax.’ 
Their turbid history is perhaps one of the 
most striking examples of the constant 
struggle under the income tax between 
legal, accounting and economic concepts, 
on the one hand, and between principles of 
equity and sound administration on the other. 


The tax treatment of these options has 
gone around in a complete circle since the 
first applicable Treasury regulation in 1923;° 
and, while the last four years have witnessed 
a pleasant respite, there are indications of 
continuing efforts to break them loose from 
their present moorings and send them once 
again into the uncharted sea of uncertainty 
and litigation.‘ 


Past as well as future difficulties in the 
cataloging of these options for income tax 
purposes can be attributed almost entirely 
to their hybrid character, the impracticabil- 


1As used in this article, the term ‘‘employee 
option’’ is intended to include only those op- 
tions which are granted to employees because 
of their employment relationship. It must be 
recognized that the mere existence of the em- 
ployer-employee relationship does not, per se, 
stamp as compensation everything of value 
which passes from the employer to the em- 
Ployee. For example, where the employer and 
employee are father and son, the transaction 
may be a gift in spite of the concomitant em- 
ployment relationship. 


Employee Options 


ity of ascertaining their market value and 
the persistent efforts on the part of taxpay- 
ers to avoid Or minimize the tax burden on 
their earned income. It is the purpose of 
this article to explore these sources of con- 
fusion in an effort to place them in proper 
perspective and possibly develop a basis for 
determining the necessity or desirability of 
legislation in this area. 


Background and Development 
of Present Treatment 


Original Treatment—It has always been 
recognized that an employee may receive 
compensation from his employer either in 
cash or in kind and that, while ordinarily 
bargain purchases do not give rise to any 
taxable gain, bargain purchases by em- 
ployees from their employers might well 
constitute a medium for the payment of 
compensation. 


In 1923, the Treasury Department promul- 
gated its first regulation governing bargain 
purchases by employees from their employ- 


2See Bastedo, ‘‘Taxing Employees on Stock 
‘Purchases’,’’ 41 Columbia Law Review 239. 

3T, D. 3435, CB II-1, p. 50. 

*See H. R. 6712, Eightieth Congress, Section 
137, passed by the House of Representatives on 
June 19, 1948; and H. R. 990, Eighty-first Con- 
gress, Section 137. See also Report of Special 
Tax Study Committee to the House Ways and 
Means Committee dated November 4, 1947, Part 
I, Item 13: and Taxation Section of America 
Bar Association, Program for Meeting at Seattle 
(1948), at p. 61. 
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ers, and provided therein that any substan- 
tial spread’ between the market price and 
the purchase price of the property was tax- 
able as compensation.’ Relatively little diffi- 
culty was encountered in the enforcement 
of this regulation until 1928, when a series 
of cases began to arise in which the bar- 
gain purchases involved were made through 
the exercise of previously granted options. 
No one quarreled with the application of the 
regulation in the case of an acceptance by 
an employee of a simple offer by his em- 
ployer to sell him property at a price sub- 
stantially below market. That the full spread 
in such a case must have been intended as 
compensation was obvious, since the em- 
ployer was at liberty to withdraw the offer 
at any time prior to its acceptance. The 
compensatory character of the spread was 
not so obvious, however, in cases where the 
property was acquired through the exercise 
of a binding option which had been previ- 
ously granted to the employee at a time 
when the market price of the property was 
substantially lower and not substantially differ- 
ent from the option price thereof. 


The option cases arose in various settings, 
and, as is not unusual in the case of a new 
or unsettled income concept, the Commis- 
sioner attempted to defend the revenues by 
taking different positions on the question. 
Where the employer’s tax liability was in 
issue, the Commissioner contended that the 
option was an “arm’s length” purchase 
arrangement and not a vehicle for compensa- 
tion, and that the employer was, accord- 
ingly, not entitled to any deduction for the 
spread involved.’ Similar contentions were 
offered by the Commissioner in cases of 
employees who failed to report the spread 


5 As used in this article, the term ‘‘spread’’ 
means the excess of the market price of the 
optioned property over the option price or 
purchase price thereof. 

® See footnote 3, supra. 

7 Haskell and Barker Car Company, CCH Dec. 
3290, 9 BTA 1087 (1928); Alger-Sullivan Lum- 
ber Company v. Commissioner, 3 ustc J 921, 57 
F. (2d) 3 (CAA-5, 1932); Hudson Motor Car 
Company v. U. 8., 3 ustc J 1121, 3 F. Supp. 834 
(Ct. Cls., 1933); and Thurman v. Studebaker 
Corporation, 37-1 ustc { 9188, 88 F. (2d) 984 
(CCA-7, 1937). 

8 Salvage v. Commissioner, 35-1 ustc { 9228, 
76 F. (2d) 112 (CCA-2, 1935), aff’d 36-1 ustc 
7 9064, 297 U. S. 106; and Bothwell v. Com- 
missioner, 35-1 ustc {§ 9302, 77 F. (2d) 35 
(CCA-10, 1935). Cf. I. C. Bradbury, CCH Dec. 
7147, 23 BTA 1352 (1931). 

® Durkee v. Welch, 2 ustc { 695, 49 F. (2d) 339 
(DC Calif., 1931); Schaefer v. Bowers, 1931 CCH 
7 9461, 50 F. (2d) 689 (CCA-2, 1931); cert. den. 
284 U. S. 668; Phillip W. Haberman, CCH Dec. 
8677, 31 BTA 75 (1934); aff’d per curiam, 79 F. 
(2d) 995 (1935); Delbert B. Geeseman, CCH Dec. 
10,112, 38 BTA 258 (1938); and George W. 


as compensation at the time of exercising of 
their options but who, upon resale of the 
property more than three years later, claimed 
a higher basis therefor.’ On the other hand, 
where time still permitted assessment of a 
deficiency against the employee, the Com- 
missioner equally vigorously fought for the 
letter of the regulation and sought to have 
the spread at the time of the purchase (at 
the exercise of the option) treated as com- 
pensation.” 


Contemporaneous with the problem of 
employee options, there evolved the related 
problem of shareholders’ stock rights. How- 
ever, as stock rights were generally traded 
on the open market and had all of the ear- 
marks of property per se, the Commissioner 
had less reason to wait upon the exercise of 
such rights before assessing tax with respect 
thereto; and in several early cases, he was 
sustained in taxing such rights to the extent 
of their market value at the time of issuance.” 


The urge to reach an equitable result 
produced many inconsistent decisions, as 
well as various theories for determining 
when and to what extent such options con- 
stituted media of compensation.“ By 1939, 
however, a definite pattern seemed to be 
taking shape. In Palmer v. Commissioner,” 
the Supreme Court indicated that stock 
rights could no longer be taxed as dividends 
at the time of their issuance, and that their 
taxability as dividends, even at the time of 
resale or exercise, depended chiefly upon the 
existence of a spread at the time of their issu- 
ance.“ Also, in virtually all of the employee- 
option cases which held the spread at the 
time of exercise of the option to be com- 
pensation, there was a substantial spread at 
the time the option was granted. Moreover, 


Mason, CCH Dec. 11,124, 41 BTA 1287 (1940); 
aff'd 42-1 ustc 9217, 125 F. (2d) 540; cert. 
den. 317 U. S. 657. 

10 Moran v. Lucas, 1 ustc { 444, 36 F. (2d) 546; 
Metcalf Estate v. Commissioner, 1 ustc {§ 388, 
32 F. (2d) 192; B. F. Saul, CCH Dec. 1584, 4 
BTA 639; Nanaline Duke, CCH Dec. 5662, 18 
BTA 374; I. C. Bradbury, supra, footnote 8. 
This treatment was subsequently rejected by 
the Supreme Court in the Palmer case. See 
footnote 12, infra. 

11 See cases cited in footnotes 7, 8 and 9, 
supra. 

12 37-2 ustc { 9532, 302 U. S. 63 (1937). 

13 Cf. Choate v. Commissioner, 42-2 ustc {J 9555, 
129 F. (2d) 684 (CCA-2, 1942). 

144 Haskell and Barker Car Company, supra, 
footnote 7; Phillip W. Haberman, supra, foot- 
note 9; W. M. Ritter Lumber Company, CCH 
Dec. 8491, 30 BTA 231 (1934); Olson v. Commis- 
sioner, 1933 CCH { 9544, 67 F. (2d) 726 (CCA-7, 
1934); cert. den. 292 U. S. 637; Indianapolis 
Glove Company v. U. S8., 38-1 ustc { 9235, 96 
F. (2d) 816 (CCA-7, 1938); Alger-Sullivan Lum- 
ber Company v. Commissioner, supra, footnote 
7; Salvage v. Commissioner, supra, footnote 8; 


416 May, 1950 e TAX ES—The Tax Magazine 








case: 
at e2 
that 
time 


light 
sion 
1923 
tO 1 





ned 
nd, 


ym- 
the 
ave 

(at 
ym- 


ted 
w- 
led 
ar- 
ner 
- of 
ect 
vas 


ent 
a 


sult 

as 
ing 
on- 
139, 

be 
oy? 
ack 
nds 


1eir 


the 
SU- 
ee- 
the 
ym- 


ert. 


See 


350, 


pra, 
oot- 


nis- 
A-7, 
olis 


um- 
ote 
> 8; 








in the great majority of employee-option 
cases in which it was held that the spread 
at exercise was not compensation, it appears 
that there was no appreciable spread at the 
time of the granting of the option.” 


The Second Stage of Development.—tIn the 
light of this definite trend of judicial deci- 
sions it became increasingly evident that the 
1923 regulations were too rigid in failing 
to recognize any exception whatever for 
bargain purchases made by employees from 
their employers. Accordingly, on January 
4, 1939, it was determined to amend the 
1923 regulations so as to provide that, in 
bargain purchases by employees from their 
employers, the spread should be included in 
gross income only “to the extent that such 
difference is in the nature of compensation 
for services rendered or to be rendered.” * 


Under the amended regulations, a radical 
shift in administrative policy developed in 
the treatment of bargain purchases made 
through the exercise of employee options. 
The policy eventually adopted was gener- 
ally to presume that employee options were 
non-compensatory unless the evidence (prin- 
cipally a substantial spread at the granting 
of the option) was clearly to the contrary.” 
Such policy, of course, provided extremely 
liberal treatment to employee-optionees— 
particularly the many corporate executives 
who had received substantial stock options 
from their corporations at a price approxi- 
mating the then market, but who were rea- 
sonably certain that the market price would 
increase before the expiration of their op- 
tions. While the employer-optionors were 


(Footnote 14 continued) 

George W. Mason, supra, footnote 9; Erskine, 
CCH Dec. 7586, 26 BTA 147 (1932); I. C. Brad- 
bury, supra, footnote 8; Hawke v. Commis- 
sioner, 40-1 ustc { 9281, 109 F. (2d) 946 (CCA-9, 
1940); cert. den. 311 U. S. 657; and Connolly 
Estate v. Commissioner, 43-1 ustc { 9366, 135 F. 
(2d) 64 (CCA-6, 1943); cf. Choate v. Commis- 
sioner, supra, footnote 13. 

1 Bothwell v. Commissioner, supra, footnote 
8; Gardner-Denver Company v. Commissioner, 
35-1 ustc { 9113, 75 F. (2d) 38 (CCA-7); cert. 
den. 295 U. S. 763 (1935); Rossheim v. Com- 
missioner, 37-2 ustc { 9467, 92 F. (2d) 247 
(CCA-3, 1937); Merhengood Corporation v. Hel- 
vering, 37-1 ustc { 9176, 89 F. (2d) (CA D. C., 
1937); cert. den. 302 U. S. 714; Gordon M. 
Evans, CCH Dec. 10,538, 38 BTA 1406 (1938); 
Charles HE. Adams, CCH Dec. 10,591, 39 BTA 387 
(1939); Springford, CCH Dec. 11,083, 41 BTA 
1001 (1940); and Omaha National Bank v. Com- 
missioner, 35-1 ustc {§ 9140, 75 F. (2d) 434 
(CCA-8, 1935). Cf. Palmer v. Commissioner, 
supra, footnote 12, and Schaefer v. Bowers, 
supra, footnote 9. In Delbert B. Geeseman, 
supra, footnote 9, there was a spread of ap- 
proximately fourteen per cent at the time of 
the granting of the option, but the Board of 
Tax Appeals found that, in view of the subse- 


Employee Options 


automatically deprived of the deduction for 
the spread (as compensation paid) to which 
they had theretofore been entitled, this dis- 
advantage was substantially offset by (1) 
the possibility of substitute loss deductions 
which now became available to employer- 
optionors who purchased the optioned property 
on the open market to meet the employee’s 
exercise of his option at the lower option 
price and (2) the fact that the gain 
which was formerly taxable, in the case of 
employer-optionors who acquired the op- 
tioned property at or below the option price 
and later delivered it upon exercise of the 
option after the market price increased, was 
now to be disregarded.“ However, the new 
policy did reduce the amount of controversy 
and litigation which had arisen under the 
former regulations and, presumably, was 
found sufficiently desirable from an admin- 
istrative standpoint to warrant the revenue 
loss involved. 


The Smith Case and the Third Stage of 
Development.—The calm under the new reg- 
ulations, however, was destined to be short- 
lived. Three years later, a controversy 
arose with respect to an option which had 
been issued to one John H. Smith by his 
employer to purchase stock of another cor- 
poration. While no spread existed at the 
time of the issuance of the option, the cir- 
cumstances clearly indicated that an increase 
in the value of the optioned property was 
contemplated and that the option was issued 
to Smith in consideration of his services. 


In view of the administrative policy which 
developed after the amendment to the regu- 


quent fluctuations in the market price, the 
spread was not ‘‘so great as to require the 
conclusion that the transaction here constituted 
the payment of compensation.’’ Also, in Durkee 
v. Welch, supra, footnote 9, there was a sub- 
stantial spread at the time of the granting of 
the stock option, but the district court curiously 
reasoned that, since Hisner v. Macomber, 1 ustc 
32, 252 U. S. 189, prevented the taxation of 
such stock when received as dividends by stock- 
holders, the same rule should apply to em- 
ployees in order to avoid discrimination. Cf. 
footnote 29, infra. 

1% T,. D. 4879, CB 1939-1, Part 1, p. 159. 

17 This policy resulted principally from the 
Commissioner’s acquiescence in the Geeseman, 
Evans, and Adams cases, supra, footnotes 9 and 
15, CB 1939-1 Part 1. See also I. T. 3795, CB 
1946-1, p. 15. 

18 Helvering v. Edison Brothers Stores, Inc., 
43-1 ustc J 9273, 133 F. (2d) 575; Stern Brothers 
& Company, 43-1 ustc { 9500, 136 F. (2d) 488; 
Commissioner v. Batten, Barton Durstine & 
Osborn, Inc., 49-1 ustc § 9117, 171 F. (2d) 474; 
Commissioner v. Rollins Burdick Hunter Com- 
pany, 49-1 ustc { 9278, 174 F. (2d) 698 (CA-7, 
1949); and International Freighting Corporation, 
Inc. v. Commissioner, CCH Dec. 12,168, 45 BTA 
716; aff’d 43-1 ustc { 9334, 135 F. (2d) 310. 
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lations in 1939, with respect to employee 
Gptions containing no spread at the time of 
their issuance, there are some who still 
wonder how this controversy arose. It will 
be remembered, however, that in 1942 the 
surtax rates on individual income were 
raised to a new peak, eighty-two per cent 
on surtax net income in excess of $200,000; 
whereas the maximum effective rate on long- 
term capital gains was limited to twenty- 
five per cent. Such a disparity naturally 
enhanced the tax-saving opportunities in- 
herent in employee options.” This, coupled 
with the precipitous increase in revenue 
needs and the fact that the Supreme Court 
had never passed upon the taxability of em- 
ployee options, certainly justified a_ re- 
examination of the liberal policy adopted by 
the Treasury in 1939, 


The Smith case was finally decided in the 
government’s favor on February 26, 1945, 
by the Supreme Court of the United States, 
which held that the full spread at the time 
Smith exercised his option and became en- 
titled to the stock represented compensation 
and was taxable as such, despite the absence 
of any spread at the time of the granting 
of the option.” In its opinion, the Supreme 
Court stated: 


“Section 22 (a) of the Revenue Act is 
broad enough to include in taxable income 
any economic or financial benefit conferred 
on the employee as compensation, whatever 
the form or mode by which it is effected.” 


1” Under the policy adopted by the Commis- 
sioner in 1939, stock options offered an ex- 
tremely simple and attractive device through 
which corporate employers might give their 
employees a share in anticipated profits as com- 
pensation for services without any tax conse- 
quences to such employees. For example, a 
motion picture corporation in order to induce.a 
celebrated actor or director to enter into a five- 
year contract of employment and, at the same 
time, with a view toward insuring adequate 
services, might wish to give such individual a 
share in such profits of the company as might 
be reasonably attributable to his services. The 
company would have two alternatives. It could 
agree to give the new actor or director an 
annual percenatge of the excess of the com- 
pany’s profits over those earned by the com- 
pany during the year immeditately preceding 
the contract; or it could give him a five-year 
option to purchase at the then market price a 
certain percentage of its outstanding stock. 
Under either arrangement, the amount of the 
actor or director’s future remuneration would 
be speculative. In the former case, it would 
depend upon the future earnings of the com- 
pany which, in turn, would depend largely 
upon general economic conditions. In the latter 
case, it would depend upon the future market 
Price of the company’s stock which, in turn, 
would depend largely upon general economic 
conditions. Under the administrative policy 
adopted in 1939, however, no tax would be 





Since every “employee option” is intended 
to confer an economic or financial benefit 
upon the employee, the question arose whether 
this language, coupled with the Court’s 
apparent disregard for the complete absence 
of a spread at the granting of the option, 
justified a return to the pre-1939 regulations 
governing bargain purchases by employees. 
On April 12, 1946, the question was deter- 
mined in the affirmative by the Treasury 
Department; and, by means of T. D. 5507” 
and I. T. 3795,” the Commissioner once again 
assumed the position that all bargain pur- 
chases by employees from their employers 
represent compensation to the extent of the 
spread at the time of the purchase, regard- 
less of whether the purchase is made through 
the exercise of options, unless the options 
were received prior to February 26, 1945, 
the date of the Supreme Court’s decision 
in the Smith case.” 


Validity of Present Treatment 


Needless to say, the Treasury Depart- 
ment’s reversion to its pre-1939 treatment 
of employee options did not meet with any 
noticeable applause. Expressions were heard 
from many quarters that the new regulation 
went beyond the Supreme Court’s decision 
in the Smith case and would obstruct future 
incentive plans for business executives.” 


It must be acknowledged that, in the 
Smith case, (1) the option was given to 


imposed upon the amount of stock received 
by the actor or director under the latter type 
of arrangement, whereas the entire amount of 
cash received by him under the former type 
of arrangement would be subject to the in- 
dividual surtax rates applicable to ordinary 
income. The stock acquired under the option, 
of course, could be converted into cash re- 
muneration after six months at long-term cap- 
ital gain rates. 

2» Smith v. Commissioner, 45-1 vustc { 9187. 
324 U. S. 177; rehearing den. 45-1 ustc { 9253, 
324 U.S. 695. 

21 CB 1946-1, p. 18. 

22 CB 1946-1, p. 15. 

23 While T. D. 5507 literally applied to all 
bargain purchases by employees from their 
employers, reasonable construction requires 
that its application be limited only to those 
cases where the bargain is offered to the em- 
ployee primarily because of the employment 
relationship. See footnote 1, supra. It is like- 
wise reasonable to assume that de minimis 
amounts will be disregarded as under the pre- 
1939 regulation. 

% E.g., Seghers, ‘‘Stock Purchase Options and 
the New T. D. 5507,’’ XVI New York Certified 
Public Accountant 250; Tyler, ‘‘Stock Options,’ 
TAxES—The Tax Magazine, July, 1946, p. 611; 
and Report of Special Tax Study Committee to 
the House Ways and Means Committee, supra, 
footnote 4, p. 18. 
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Smith expressly to compensate him for his 
services; (2) the rise in the market price 
of the optioned property subsequent to the 
granting of the option was admittedly an- 
ticipated by Smith and his employer at the 
time the option was granted; (3) the subse- 
quent rise in such market price was attribu- 
table largely to Smith’s personal services; 
and (4) it covered property other than stock 
in his employer. It must likewise be con- 
ceded that the sweeping language of the 
Supreme Court in the Smith case, on which 
the new regulation seems to be predicated, 
was expressly limited in its application to 
“economic or financial benefit conferred on 
the employee as compensation.”* But is it 
likely that the decision in the Smith case 
would have been different if any one or even 
all of these four facts were absent or not so 
clearly indicated? 


It is possible that the Tax Court’s deci- 
sion in the Smith case (which the Supreme 
Court sustained) might have been different 
if the option had covered stock of Smith’s 
employer instead of stock of another cor- 
poration. Such holding would be consistent 
with a curious theory which that court an- 
nounced in 1938 to the effect that an em- 
ployee option covering stock in the employer 
was not compensatory if granted primarily 
to induce the employee to acquire a pro- 
prietary interest in and a more sympathetic 
attitude toward his employer.* That such 
theory was still alive in the Tax Court at 
the time of its decision in the Smith case, 
is indicated by the later Lamond case™ in 
which Judge Harron, who wrote the Tax 
Court’s decision in the Smith case, distin- 
guished the Smith case (in a memorandum 
opinion) on that very ground. There is also 
some question as to what the Tax Court 
might have done if the Smith option were 
not so expressly couched in terms of cotm- 
pensation.” It is extremely doubtful, how- 
ever, that the Supreme Court would have 
been influenced by such sophistry. More 
likely such court would have realistically 
concluded that “to induce a proprietary in- 
terest and more sympathetic attitude” is 
merely another way of saying “to encourage 


% Italics supplied. 

26 Geeseman, Evans and Adams cases, supra, 
footnotes 9 and 15. In the Evans case, the 
option expressly stated that it was given in con- 
sideration for the employee’s services—yet the 
Board of Tax Appeals held it was not com- 
pensatory, mainly because there was no spread 
at the time it was granted. 

2 James M. Lamond et ux., CCH Dec. 
14,972(M) 5 TCM 51 (January 31, 1946), decided 
after the Supreme Court’s decision in Smith v. 
Commissioner, supra, footnote 20. 

28 See footnote 25, supra. 
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more efficient services,” and that when an 





option is given to an employee to encourage 
more efficient services it must be intended 
as compensation, 


A review of the various decisions of the 
Tax Court (and its predecessor, the Board 
of Tax Appeals) in employee-option cases, 
leaves one with the impression that the 
“proprietary interest” theory, which it cre- 
ated, was merely an outcropping of the 
court’s disinclination during the thirties to 
tax as compensation a substantial spread 
between the market price and the option 
price in cases where there was no appreciable 
spread at the granting of the option and where 
the entire appreciation accrued thereafter. 
Although not expressing the “proprietary 
interest” theory, many circuit courts of 
appeals reflected a similar attitude toward 
the absence of an “initial” spread in opinions 
prior to the Supreme Court’s decision in the 
Smith case. Indeed, in the Smith case itself, 
the Ninth Circuit Court of Appeals ignored 
the admitted fact that the option was given to 
Smith as “compensation for services” and held: 


“There was no finding, nor any basis for 
finding, that the option was intended to 
enable petitioner to make a ‘bargain pur- 
chase’. Instead the Tax Court found that, 
at the date of the option, the market value 
of the stock did not exceed the option price 
of 10 cents per share. There was, 
therefore, no basis for holding that the dif- 
ference between the option price of the 
stock and its market value when delivered 
to petitioner was compensation for his 
services . 


It is significant that in virtually none of 
the cases decided on the “proprietary in- 
terest” theory was there any appreciable 
spread at the time the options were granted.” 
Presumably, if there had been a substantial 
“initial” spread in those cases, the options 
involved might all have been held compen- 
satory and the “proprietary interest” theory 
might never have seen the light of day. But, 
the Supreme Court, in the Smith case, clearly 
indicated that a spread at the granting of 
the option is no longer essential to a find- 


2» See cases cited in footnote 15, supra. While 
the recent Norman Nicholson case, 13 T. C. —, 
No. 89, seems contra, it should be noted that 
the Commissioner, in his efforts to establish 
the spread as a dividend to the stockholder- 
employee, conceded that it was not compensa- 
tion. Accordingly, upon finding that the spread 
was not a dividend, the Tax Court evidently 
felt it had no alternative but to conclude that 
the transaction was a mere bargain purchase 
giving rise to no income. The ‘proprietary in- 
terest’’ theory offered the only basis available 
to justify such result. 
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ing of compensation. Thus, it would appear 
that the “proprietary interest” theory, as 
well as the rule from which it stemmed, 
should no longer becloud the presumption 
of compensation which is properly appli- 
cable to all substantial benefits conferred 
by employers on their employees as such.” 


With respect to the incentive feature of 
employee options, it has been alleged that, 
in the case of an employee option covering 
stock in the employer, the imposition of tax 
on the entire spread in the year of exercise, 
so soon after the employee has had to fur- 
nish the purchase price of the stock, might 
necessitate resale of the stock to satisfy 
his tax liability and thereby defeat the em- 
ployer’s purpose of inducing the employee 
to acquire a proprietary interest in the busi- 
ness to which he renders services.™ Such 
an objection, of course, begs the question 
whether the entire spread at the time of the 
exercise of an employee option is compensa- 
tion. It is directed solely at the policy or 
desirability of taxing it as such in cases 
where it is given as an inducement for the 
employee to acquire a proprietary interest 


%In Van Dusen v. Commissioner, 8 TC 47; 
aff’d 166 F. (2d) 647 (CCA-9, 1948), the Tax 
Court confirmed the obsolescence of many pre- 
vious decisions. The court said: 

‘‘We must look at the case from the position 
of the petifioner. Bearing in mind the observa- 
tion of the Supreme Court in Commissioner v. 
Smith, did he receive any economic or finan- 
cial benefit from the exercise of the option? 
Was the benefit connected with, or conditioned 
on, rendering services and thus connected with 
his employment? Was the benefit a gift by 
Fleet? The answers seem to be obvious. Clearly 
the economic or financial benefit gained by 
petitioner from the exercise of the option falls 
within the broad scope of the language of 
section 22 (a), Internal Revenue Code, as eluci- 
dated by the Supreme Court.’’ 

The court thereafter concluded: ‘‘Close anal- 
ysis of the decided cases, together with their 
chronology with reference to Commissioner v. 
Smith, supra, will serve to distinguish or render 
obsolete as authority the cases relied on by 
petitioner.’’ 

The Ninth Circuit Court of Appeals, in this 
case, reaffirmed the rule that benefits conferred 
by employers on their employees are presumed 
to be in consideration for services. Cf. footnote 
29, supra. 

%1The inconvenience complained of in this 
objection arises generally in the case of the 
executive whose option covers a sizable block 
of stock and who is subject to the higher surtax 
rates. 

% The deferment of taxability until the exer- 
cise or sale of such options permits an employer 
to compensate his employees by way of valuable 
options (with or without a spread at the time 
of issuance), without subjecting them to any 
income tax liability with respect to such com- 
pensation unless and until they sell or exercise 
them. By selling or exercising a small part 
of his option from year to year, an employee 
may thus, for income tax purposes, spread out 











in the employer’s business. Thus, it is not 
addressed to the validity of T. D. 5507, since 
existing law (with a few exceptions not here 
pertinent) requires the inclusion of all com- 
pensation in gross income for income tax 
purposes and, finding this type of gain to 
be compensation, the Department is with- 
out authority to exempt it, regardless of the 
merits of the incentive argument. 


Analysis of Major Difficulties 


Speculative Value of Employee Options.— 
While the objections advanced to date 
against T. D. 5507 are not persuasive, it 
must be conceded that the present treatment 
of employee options is not ideally perfect.” 
Such perfection, however, would seem to be 
attainable only by the invention of a magic 
formula, through which such options might 
be appraised accurately at the time they are 
granted. In such event it would be rela- 
tively simple to prevent avoidance and at 
the same time promote complete equity by 
taxing the options as compensation at that 
time and thereafter treating them as pur- 
chased options.“ Employee options, however, 


over several selected years the economic en- 
richment which in reality occurs in the year of 
origin. In addition, it may be somewhat harsh 
to employees who receive options as compensa- 
tion to require them to include as ordinary 
income all appreciation on the value of such 
options up to the time of sale or exercise there- 
of, when other employees who are compensated 
in kind or purchase options in the open market 
are entitled to capital-gains treatment with 
respect to any subsequent appreciation or gain 
which they realized therefrom. Furthermore, 
the treatment provided in I. T. 3795, supra, 
reaches peculiar results in cases where the 
employee assigns his option for a consideration, 
and the option thereafter lapses in the hands 
of the assignee. The I. T. permits the employer 
to take a deduction at the time of the assign- 
ment of the option to the extent of the con- 
sideration paid to the employee, despite the 
fact that the employer has parted with nothing. 
Presumably, the Commissioner would require 
the employer to take it back into income when 
the option lapses. 

33 Where options are acquired by purchase, 
such as ‘‘puts’’ and ‘‘calls,’’ they are treated 
as capital assets in the hands of the purchaser 
(other than securities dealers), and their basis 
is determined in the same manner as in the 
case of any other capital asset so acquired. 
(G. C. M. 23677, CB 1943, p. 370.) The exercise 
of such options, however, is not viewed as a 
‘“‘sale or other disposition.’’ Helvering v. San 
Joaquin Fruit and Investment Company, 36-1 
ustc § 9144, 297 U. S. 496. Hence, no gain or 
loss is recognized until either the sale of the 
option or the resale of the property acquired 
through the exercise thereof. In the event of a 
lapse of such an option, all gain (to the vendor) 
and loss (to the purchaser) attributable to such 
lapse is treated under Section 117 (g) (2) of the 
Internal Revenue Code as a short-term capital 
gain or loss. 
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are even less susceptible to such evalu- 
ation than the royalty rights involved in 

Burnet v. Logan; * the oil brokerage contracts 

involved in Commissioner v. Susan J. Carter; * 

or the royalty rights involved in Westover v. 

Smith.” Future probabilities regarding the 

market price of the optioned property, the 

likelihood of the employee fulfilling the em- 

ployment conditions generally attached to 

such options and the effect of customary 

restrictions with respect to assignability 

present a most speculative picture, particu- 

larly when considered in the light of the 

term of years over which such options gen- 

erally extend. They are not like “puts” and 

“calls’ which are traded on the open 
market; but, as in the case of “puts” and 
“calls,” their value to the employee-holders 

is never limited to the mere spread, if any, 
at the time they are granted. For example, 
a five-year option to buy 10,000 shares of 
General Motors stock at the present market 
price would be an extremely valuable addi- 
tion to anyone’s safe-deposit box. Under 
the Supreme Court’s decision in the Smith 
case, anything of value (speculative or other- 
wise) given by an employer to an employee 
in consideration of the latter’s services should 
be treated as compensation and taxed as 
such. Where a valuable item of income is 
too speculative for appraisal, however, it is 
generally considered equitable, as well as 
administratively desirable, to defer tax until 
the gain with respect to such item can prop- 
erly be measured.” Virtually every em- 
ployee option (particularly a stock option) 
has a substantial speculative value at the 
time it is granted; but it is seldom, if ever, 
possible to appraise it at that! time. Thus, 
it would seem appropriate to hold that the 
value of such options or the amount of 
compensation received thereby should be 
measured by the amount of the gain actually 
realized therefrom at the time the options 
are sold or exercised. Without expressly 
acknowledging it, the courts have generally 
reached results consistent with this principle 
in cases where a substantial spread existed 
at the time of the granting of the option. 
Otherwise, such courts would have limited 


*%2 ustc { 736, 283 U. S. 404. 

35 48-2 ustc f 9415, 170 F. (2d) 911. 

36 49-1 ustc { 9189, 173 F. (2d) 90. 

37 See footnotes 34, 35 and 36, supra. 

% Choate v. Commissioner, supra, footnote 
13. It should be noted here that, while the 
Commissioner has deferred to the requirement 
of a spread at the issuance of the stock rights, 
as prescribed by the Supreme Court in the 
Palmer case, he does not follow the Choate doc- 
trine, but continues to tax the entire spread 
at the exercise of such right. (474 CCH Stand- 
ard Federal Tax Reports { 6099; and G. C. M. 
25063, CB 1947-1, p. 45. 
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the amount to be treated as compensation 
in such cases to the amount of such original 
spread, as they have done in the case of 
stock rights.*™ Yet, where no spread existed 
at the granting of the option, most of the 
lower courts, as well as the Commissioner 
(from 1939 to 1945), were inclined to ignore 
the speculative value of the option, as well 
as the amount of gain actually realized there- 
from by the employee upon his exercise 
thereof. This inconsistency was remedied 
by the Supreme Court in the Smith case, 
and finally laid at rest in T. D. 5507. 


Hybrid Character of Employee Options.— 
At three different places in the Supreme 
Court’s opinion in the Smith case, the Court 
pointed out that situations may arise in which 
the option itself is the only compensation 
involved.” Presumably, the Court was re- 
ferring to situations in which an appraisal 
might be made of the value of the options 
involved at the time of their issuance. As 
heretofore indicated, however, these situa- 
tions will rarely, if ever, arise, in view of the 
highly speculative character of such options. 
Yet, in cases where the market value of the 
optioned property doubles or triples after 
the granting of the option, and such increase 
in value is attributable to unusual factors 
entirely apart from the employee’s services, 
it seems somewhat unrealistic to tax the 
employee as though the entire increment 
was contemplated from the beginning as 
future compensation for his services. On 
the other hand, it would be naive to assume 
that none of the increment is contemplated 
in such cases, particularly when, as in the 
Smith case, there is no spread at the grant- 
ing of the option. In the latter type of case, 
it must be obvious to the employer that the 
option will be exercised only in the event 
of a rise in the market value of the optioned 
property; and that some such rise must have 
been contemplated can be logically inferred 
from the very creation of the option 
arrangement. 


Present regulations presume that the spread 
intended as compensation in such cases is 
the one eventually realized by the employee 


%9 “*‘In certain aspects an option may be spoken 

of as ‘property’ in the hands of the option 
holder . . When the option price is less 
than the market price of the property for the 
purchase of which the option is given, it may 
have present value and may be found to be 
itself compensation for services rendered . 
It of course does not follow that in other cir- 
cumstances not here present the option itself, 
rather than the proceeds of its exercise, could 
not be found to be the only intended com- 
pensation.”’ 
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at the exercise of his option. Following the 
Supreme Court’s pronouncements in the 
Palmer and San Joaquin Fruit and Investment 
Company cases, the regulations disregard the 
property elements inherent in such options 
and view them strictly as rights to acquire 
property. In a certain sense, the Treasury 
Department ignores the contractual nature 
of the option, since it treats the ultimate 
exercise as it would any other bargain pur- 
chase by an employee from his employer. 


It is this conflict between the concept of 
employee options as property, per se, and 
the concept of such options as a mere right 
to acquire property which has to date prob- 
ably caused most of the confusion in this 
area of income tax law. Yet, if it is reason- 
able to assume that every employee option 
is intended to confer some compensatory 
benefit upon the employee, it is difficult to 
understand why the two concepts should 
produce different results. As heretofore in- 
dicated, a long line of cases beginning with 
Burnet v. Logan“ has established that when 
property or contract rights are acquired in 
a taxable transaction and such property 
rights are too speculative for appraisal, the 
tax should be deferred and later imposed to 
the extent that income with an ascertainable 
value is realized in pursuance thereof. That 
employee options fall into this category 
must be conceded. Hence, whether this 
hybrid be viewed as compensation, per se, 
or merely as a right to future compensation, 
it would seem that the appropriate taxable 
event is the exercise of the option, and that 
the amount of the compensation should be 
measured by the spread at that time. 


Tax Avoidance Aspects—The high surtax 
rates enacted during the last war greatly 
intensified efforts on the part of taxpayers 
to discover and utilize every available legiti- 
mate means of minimizing the tax burden 
on earned income and of converting ordi- 
nary income into long-term capital gains. 
It is hard to conceive of a more attractive 
method of achieving such results than that 
offered by employee stock-options prior to 
the adoption of T. D. 5507.7 No doubt the 
requiems over the sudden demise of this 
means of tax avoidance on April 26, 1946,” 
accounted for much of the hostility which 
seemed to develop almost immediately against 
the present Treasury position. 


#© See footnotes 34, 35 and 36, supra. 

41 See footnotes 19 and 32, supra. 

# The date of adoption of T. D. 5507. 

43 Section 113 (a) (5) would operate to step 
up the heirs’ basis to the market value of the 
property on the date of the employee’s death 
without any income tax consequences. 
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The pre-Smuith treatment of employee op- 
tions, of course, went much further than 
merely allowing a conversion of ordinary 
income into long-term capital gains. The 
imposition of tax only in the event of a resale 
of the property enabled many employees to 
avoid tax completely on the compensation 
thus received by retaining the property until 
death.* 


When it is considered that such loophole, 
as a practical matter, was available only to 
employees of corporations, its inequity be- 
comes all the more glaring. Certainly, part- 
ners and sole proprietors who are already 
discriminated against in the case of em- 
ployee pensions and profit-sharing plans, 
would have solid grounds for complaint 
against any step to restore such treatment. 


Incentive Considerations 


As indicated above, after the adoption of 
T. D. 5507 on April 16, 1946, voices were re- 
peatedly heard protesting against the Treas- 
ury Department’s lack of regard for business 
incentives.* Soon realizing that such argu- 
ments were essentially policy considerations 
and not germane to the interpretation or ad- 
ministration of existing law, the protests 
were sounded on Capitol Hill, and evidently 
made wide impressions.” 


There is no doubt but that T. D. 5507 sub- 
stantially reduced the attractiveness of em- 
ployee stock-options. No longer would 
highly paid corporate executives be able to 
use such device to avoid income tax on their 
compensation. The main complaint, how- 
ever, was that the imposition of tax liability 
at the time the employee-holder of a stock 
option exercises his option would force 
such employee to sell his stock in order to 
pay income tax, and thus the incentive pur- 
poses of the option arrangement would be 
vitiated. 


Such an argument raises serious questions 
of tax policy, including the extent to which 
the income tax system should be weighted 
in favor of particular groups. It also raises 
a question regarding the extent to which 
the public interest might be served by pro- 
viding special tax privileges for this form of 
compensation in order to encourage the ac- 
quisition and retention by employees of 

(Continued on page 433) 





44 See footnote 4, supra. See also Ways and 
Means Committee Report accompany H. R. 
6712, Eightieth Congress, Second Sesssion; and 
Congressional Record (Appendix), Volume 93, 
Part 13, Eightieth Congress, First Session, pp. 
4060-4066, for ‘‘Extension of Remarks by Hon- 
orable Harold Knutson.”’ 

45 Ibid. 
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STOCK-RETIREMENT 
AGREEMENTS 


By ALBERT MANNHEIMER and JOEL IRVING FRIEDMAN 


THE AUTHORS ARE NEW YORK ATTORNEYS, OF THE 


FIRM OF NATHAN, 


N AN ARTICLE entitled “Taxes—In- 

surance and Stockholder-Survivor Agree- 
ments,” in the March, 1950 issue of TAXES— 
The Tax Magazine, at page 213, and in a 
letter at page 290 of the April issue, Aaron 
L. Danzig expresses some opinions on 
stock-retirement agreements with which we 
differ. Several of these opinions relate to 
points of general interest, and this article 
is written solely to discuss those points. 


As used in this article, “stock-retirement 
agreement” means an agreement entered 
into by a corporation and its stockholders, 
under which the corporation agrees to buy 
a stockholder’s stock when he dies. 


“Decedent” means the stockholder who 
dies first. “Survivor” means the surviving 
stockholder or stockholders. 


When the corporation pays the premiums 
for life insurance, retains all the incidents 
of ownership and is named the sole benefi- 
ciary, the insurance will be referred to as 
“insurance paid for, owned by and payable 
to the corporation.” 


There are outstanding many stock re- 
tirement agreements implemented by insur- 


1A comparison of the respective merits of a 
stock-retirement agreement under which the 
corporation owns the insurance and a buy-and- 
sell agreement under which the stockholders 
themselves own the insurance is beyond the 
scope of this article. For discussion, see White, 
Business Insurance, p. 359, et seq. But Mr. 
Danzig’s assertion that when the corporation 
owns the insurance the decedent ‘‘always gets 
the short end of the deal’’ (at p. 219) re- 
quires comment. His argument is that the 
decedent’s estate does not realize any benefit 
from the policy insuring the survivor—and as 
to the policy on the decedent’s own life, his 
estate does not even participate in the incre- 
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ance, paid for, owned by and payable to the 
corporation.’ Mr. Danzig feels that despite 
the fact that the insurance is paid for, 
owned by and payable to the corporation, 
it is just the same for income tax purposes 
astif the corporation declared dividends and 
then the stockholders themselves used the 
dividends to pay the premiums. In other 
words, he believes that in all such situa- 
tions, the premiums are taxable as construc- 
tive dividends (Danzig, op. cit., page 218). 


The argument that the premiums are 
constructive dividends is based on the 
propositions that it is the stockholders who 
benefit from the agreement and insurance, 
and that the agreement and insurance have 
no legitimate corporate purpose (Danzig, 
op. cit., page 290). It makes no difference 
if the argument is couched in terms of 
disregarding the corporate entity. Unless 
the agreement and insurance have no legiti- 
mate corporate purpose, the entity will not 
be disregarded. So, either way, the issue is 
whether there is a legitimate corporate 
purpose. 


ment caused by his death. Whether this is true 
depends upon the terms of the agreement. 
Often, the cash-surrender value of the policies 
on the lives: of the stockholders, computed as 
of the day before the death of the decedent, 
are considered in determining the amount to be 
paid to the decedent’s estate for his stock, and 
sometimes the full face amount of the policy 
on the decedent’s death is taken into considera- 
tion. (Collateral Agreements for the Use of 
Life Insurance Proceeds, issued by Northwest- 
ern Mutual Life Insurance Company, p. 39; 
Hirst, Business Life Insurance and Other Topics, 
p. 86; Rabkin and Johnson, Current Legal 
Forms with Tax Analysis, p. 966. 
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Precedents 


It is curious that though the constructive 
dividend point in connection with stock- 
retirement agreements has been raised re- 
peatedly (White, Business Insurance, page 
360) there are no cases squarely on the 
point, but there are a few cases involving 
neither insurance nor decedents which cast 
some light on what is considered a legiti- 
mate corporate purpose in connection with 
a corporation buying its own stock. 

In Fred F, Fischer, CCH Dec. 15,797(M), 
6 TCM 520, a brother and sister, among 
others, were stockholders of a family cor- 
poration founded by the father. When the 
father died, the sister threatened to bring 
receivership proceedings against the cor- 
poration because of alleged mismanagement 
on the brother’s part, and she also threat- 
ened to contest the father’s will. However, 
the brother and sister entered into a general 
settlement contract under which it was 
agreed to cause the corporation to buy the 
sister’s stock at a price substantially in 
excess of book value and the sister, in re- 
turn, agreed, among other things, to let the 
will stand. The Commissioner contended 
that there was a taxable dividend to the 
stockholders other than the sister, to the 
extent that the price paid to her exceeded 
the fair market value of her stock. 


The court held to the contrary. It said 
that when a corporation disburses its earn- 
ings to a stockholder for some “purely 
personal” purpose, the result might be 
equivalent to a dividend, but that in buying 
the sister’s stock, the corporation was serv- 
ing a purpose of its own even though it 
was also paying for the settlement of the 
threatened will contest—obviously a non- 
corporate matter. The corporate purpose 
was described by the court as “promoting 
harmony in the conduct of the business 
and securing it from annoying interference 
and threats of legal proceedings.” 


In Snite v. Commissioner, 49-2 ustc J 9470, 
177 F. (2d) 819, aff’g CCH Dec. 16,311, 10 
TC 523, two controlling stockholders of a 
corporation sold some of their stock to 
the corporation, thereby realizing a large 
profit. The question was whether the trans- 
actions were taxable merely as sales of 
capital assets, or whether the sales occurred 
at such times and in such manner as to 
make the payments for the stock essentially 
equivalent to distributions of taxable divi- 
dends under Section 115 (g) of the Internal 

2 The question in the Wall, Iverson and Mann 


cases, namely, taxing the stockholder who did 
not sell his stock must not be confused with the 





Revenue Code. The government contended 
that the real purpose of the sales was to 
syphon off surplus at capital-gain rates. 
However, the stock was acquired by the 
corporation so as to facilitate resales to key 
employees, and thus assure their loyalty. 
The court decided in favor of the tax- 
payers, holding that the purchase by the 
corporation of its own stock with this end 
in view was a legitimate corporate purpose. 
Other cases to the same effect are Bernard 
A. Armour, CCH Dec. 12,810-F (BTA 
Memo. Op.), and H. F. Asmussen, CCH Dec. 
9808, 36 BTA 878. 


There is another group of cases which 
inferentially reflect other situations in which 
the purchase by a close corporation of its 
own stock will be regarded as having a 
legitimate corporate purpose, In each of 
these cases there were two stockholders. 
In Wall v. U. S., 47-2 uste $9395, 164 F. 
(2d) 462, there was the taxpayer-stockholder 
and the seller-stockholder who was himself 
conducting another business that competed 
with the corporation’s business. In Ruphane 
B. Iverson, CCH Dec. 8372, 29 BTA 863, 
the relations between the taxpayer-stock- 
holder and seller-stockholder had become 
strained. In George D. Mann, CCH Dec. 
9108, 33 BTA 281, the taxpayer-stockholder 
was the husband and the seller-stockholder 
was his wife from whom he was seeking 
a divorce. 


In each of these cases the taxpayer-stock- 
holder made arrangements for the purchase 
of the shares of the seller-stockholder and 
corporate funds were used to consummate 
the deal. The issue in each of the cases 
was whether the payment made by the 
corporation was a constructive dividend to 
the taxpayer-stockholder, and this turned 
on whether the corporation was carrying 
out its own obligation or that of the tax- 
payer-stockholder. Each of the cases was 
decided against the taxpayer-stockholder, 
but each decision was based squarely on 
the ground that it was the taxpayer-stock- 
holder’s obligation that was being consum- 
mated through the use of corporate funds. 
The inference is clear in each of the cases 
that if at the outset the corporation had 
made the agreement to purchase there would 
have been no constructive dividend. In other 
words, the purchase by the corporation pur- 
suant to its own agreement would have 
been regarded as furthering a legitimate 
corporate purpose.” 


question of whether and when there is a taxable 
dividend to the one who did. The seller-stock- 
holder’s situation is covered by the provision 
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Stock-Retirement Agreement 
Purpose 


What the courts in the foregoing cases 
considered legitimate corporate purposes are 
substantially the same purposes as are served 
by a_ stock-retirement agreement. Even 
while the decedent is still alive, the agree- 
ment and insurance benefit the corporation 
because they tend to stabilize the corpora- 
tion’s business. If the bank knows about 
the agreement, it may well be inclined to 
extend credit more liberally to the corpora- 
tion because the posibility of inexperienced 
stockholders injecting themselves into the 
management is eliminated. If the key em- 
ployees are informed of the agreement, it 
will be an inducement to them to remain 
with the corporation because they realize 
that the continuation of the business in the 
hands of the survivor is assured—and with 
it their jobs. 


If there is no stock-retirement agreement 
when the decedent dies, often his family will 
ask a high price for his stock, or demand 
dividends without regard to the needs of 
the corporation, or even press for disso- 
lution. So far as the survivor is concerned, 
he may very well be unwilling to work in- 
directly for the benefit of his former “part- 
ner’s” family or directly with the second 
husband of his former “partner’s” widow. 
The source of all these difficulties is the 
separation of ownership from management, 
and it is this evil that the stock-retirement 
agreement eliminates. (White, op cit., page 
406, et seq.) 


If the stockholders are personally active 
in the management of the corporation’s 
business at the time the agreement is made, 
it is clear that the stock-retirement agree- 
ment serves a legitimate corporate purpose 
—and this covers the vast majority of cases. 
The experience of insurance men indicates 
that it is very seldom that stock retire- 
ment agreements, implemented by insur- 
ance, are considered by inactive stockholders. 
However, assuming inactive stockholders 
became parties to a stock-retirement agree- 
ment, it would nonetheless preclude dissen- 
tion, litigation, deadlock and liquidation at 
the time the decedent dies. Accordingly. it 
would appear that even in such a case, a 
cogent argument could be made that the 
agreement serves a legitimate corporate pur- 
pose. One must not lose sight of the fact 


that the stock-retirement agreement is made 
at a time when it is impossible to foretell 
who will inherit the decedent’s stock, and 
whether and to what extent his heirs, unless 
prevented by agreement, would create diffi- 
culties for the corporation. 

Though it is Mr. Danzig’s position that 
the stock-retirement agreement serves no 
legitimate corporate purpose, his own article 
refutes it. In his very first paragraph, he 
refers to the situation of two stockholders 
who have neglected, while they are both 
still alive, to make some arrangement for 
liquidating the stock of the decedent. He 
describes it this way: 

“This, of course, is a bad situation; and 
often corporations have found themselves 
foundering in the shoals while the surviv- 
ing stockholders and the estate battle it out.” 

The few articles that cover the construc- 
tive-dividend point under consideration do 
not discuss it in terms of legitimate cor- 
porate purpose, but reach the conclusion 
that the premiums cannot be regarded as 
constructive dividends. Thus, White (op. 
cit., page 370) says: 

“If the corporation retains the incidents 
of ownership in the policies, including the 
right to change the beneficiaries, and if the 
insurance is ‘tied in’ clearly with the agree- 
ment to buy and sell, there seems to be 
no sound basis upon which the premiums 
can properly be taxed to the stockholders. 
In substance, the premiums represent neither 
compensation nor dividends.” 

Fink, in “Tax Fundamentals of Life In- 
surance Planning,” TAxEs—The Tax Maga- 
Zine, June, 1949, pages 575, 582, says: 

“Could the premiums constitute a tax- 
able indirect dividend to the insured? Since 
the insured does not own the policy, he 
does not directly receive the benefits of 
the insurance. Upon his death, of course, 
the insurance proceeds will probably be 
used to buy up his stock. While his execu- 
tors may, therefore, be the ultimate indi- 
rect recipients of the policy proceeds, they 
must surrender the stock therefor, so the 
ultimate receipt is in the nature of pur- 
chase price rather than a corporate dis- 
tribution. There would seem, therefore, to 
be no valid reason for taxing the premiums 
to the insured.” 

To the same effect, see Rabkin and John- 
son, Federal Income, Gift and Estate Taxa- 
tion, page 371. 





(Footnote 2 continued) 

in Regulations 111, Section 29.115(9) that ‘‘a 
cancellation or redemption by a corporation of 
all of the stock of a particular shareholder, so 
that the shareholder ceases to be interested in 
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the affairs of the corporation, does not affect a 
distribution of a taxable dividend.’’ See also 
Mertens, Law of Federal Income Taxation, 
Vol. 1, p. 434, footnote 2. 
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Paramount-Richards Case 


The only authority cited by Mr. Danzig 
to support his view that the premiums are 
constructive dividends, is Paramount-Rich- 
ards Theatres, Inc. v. Commissioner, 46-1 
ustc $9170, 153 F. (2d) 602, aff’'g CCH 
Dec. 14,085(M), 3 TCM 806. In that case, 
a movie company and Richards agreed to 
form a corporation. The stock was to be 
divided equally between them. Richards was 
to manage the company for a fixed salary. 
The stockholders were to cause the cor- 
poration to insure Richards’ life for $250,000, 
if he proved to be insurable at standard 
rates. Richards’ estate, or his designee, 
was to be the beneficiary. If Richards died, 
the movie company was to have the option 
to buy .Richard’s stock at a stipulated price. 
However, if the insurance had not been 
procured on Richards’ life, then $125,000— 
half of the amount of the proposed insur- 
ance—was to be added to the price to be 
paid to Richards’ estate for his stock. The 
corporation was formed, the stock issued 
and the insurance procured. The main ques- 
tion in the case was whether the premiums 
should be regarded as additional compensa- 
tion to Richards or as dividends. Since 
the insurance was obviously designed to 
benefit, not only Richards, but also the 
movie company, the premiums were held 
to be dividends. 


What the stockholders did, to quote the 
Circuit Court of Appeals opinion in the 
case, “was to appropriate corporate funds 
to their joint benefit by the premium pay- 
ments.” The corporation was not a party 
to the agreement. It had neither opportu- 
nity nor obligation to buy Richards’ stock 
in case he died. In no circumstance was it 
to receive any of the proceeds of the instr- 
ance on Richards’ death. Therefore, the 
case by no means supports Mr. Danzig’s 
sweeping conclusion “that the stockholders 
are chargeable with all premiums paid in 
survivorship agreements.” (Page 218.) 


Decedent's Estate Tax Liability 


Code Section 811(g) provides that in- 
surance purchased with premiums paid, di- 
rectly or indirectly, by the decedent is 
includible in his estate, Mr. Danzig is of the 
opinion that the proceeds of the insurance 


3 Paul says, ‘“‘The dominant question should 
be whether the decedent controls the corpora- 
tion and accomplishes his objective through cor- 
porate action.’’ At first blush, this seems to 
make control the test. But query: Is ‘‘his ob- 
jective’ not intended to mean the stockholder’s 
personal objective? If so, it would come back 
to the corporate-purpose test. 
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taken out to implement a stock-retirement 
agreement are in any event includible in the 
decedent’s estate—an opinion based on his 
view, already discussed above, that it is 
really the stockholders who paid the pre- 
miums because the premiums were paid 
with funds that must be regarded as con- 
structive dividends (Danzig, op. cit., page 
217). However, others, having in mind Reg- 
ulation 105, Section 81.27, which provides 
that the decedent “pays the premiums... 
if payment is made by a corporation which 
is his alter ego,” have expressed the belief 
that there is potential danger of the insur- 
ance proceeds being includible in the deced- 
ent’s estate. (Rabkin and Johnson, Federal 
Income, Gift and Estate Taxation, page 
3715; Polisher, Estate Planning and Estate 
Tax Saving, Volume 1, page 215; Rohrlich, 
Organizing Corporate and Other Business En- 
terprises, page 367; cf. Danzig, op. cit., page 
217, footnote 9.) Nevertheless, there would 
seem to be nothing lurking in the word 
“indirectly” as used in the statute, or in the 
words “alter ego” as used in the regula- 
tion, which would warrant disregarding the 
corporate entity in a transaction which has 
a legitimate corporate purpose. This is the 
view of Laikin and Lichter, “Survivor-Pur- 
chase Agreements,” TAxES—The Tax Maga- 
sine, October, 1948, pages 931, 936; White, 
op. cit., page 370; Pedrick, “Major Aspects 
of Life Insurance in Estate Planning,” 
Taxes—The Tax Magazine, December, 1949, 
pages 1143, 1146; Fink, op cit., page 582; see 
also Wilson v, Crooks, 52 F. (2d) 692; but cf. 
Paul, Federal Estate and Gift Taxation, 1946 
Supplement, page 364, et seq., and Foosaner, 
“When Are Life Insurance Premiums Paid 
Indirectly?” Taxes—The Tax Magazine, Aug- 
ust, 1947, page 726.° 


In any event, the question is largely aca- 
demic. If the insurance which implements 
the agreement is includible in the decedent’s 
taxable estate, then the value of the decedent’s 
stock will be excluded pro tanto. (Estate of 
John T. H. Mitchell, 37 BTA 1; Ray E. 
Tompkins Estate, 13 TC —, No. 130.) There- 
fore, the inclusion of the insurance proceeds 
ordinarily will make no difference in the 
amount of the estate tax payable unless 
the price of the stock is less than the 
insurance proceeds, which is ‘seldom the case. 


(Continued on page 476) 


Foosaner likewise emphasizes control, but 


observes: 


‘“‘Where, on the other hand, good corporate 
business purpose, entirely independent of the 
insured’s individual objectives, and extrinsic of 
his personal relationships, can be established, 
the insured’s position will be much sounder.”’ 
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There are times when discretion may 
be the better part of tax collection 
7ITH THE GROWTH of indications 
that the roseate plateau of high-level 
earnings following the war years is under- 
going an eroding process, a_heretofore- 
minimized area of tax law—compromise of 
tax liabilities—will probably regain its for- 
mer position of importance. 

Under the Internal Revenue Code,’ “The 
Commissioner, with the approval of the 
Secretary, or of the Under Secretary of the 
Treasury, or of an Assistant Secretary of 
the Treasury, may compromise any civil or 
criminal case arising under the internal rev- 
enue laws prior to reference to the Depart- 
ment of Justice for prosecution or defense; 
and the Attorney General may compromise 
any such case after reference to the Depart- 
ment for prosecution or defense.”? This 
article will concern itself only with compro- 
mise in civil cases by the Commissioner.* 

“Compromise” is defined as “a settlement 
by arbitration or by consent reached by 
mutual concessions; a reciprocal abatement 
of extreme demands. ...”* It is well settled 
that “mutual concessions” are essential to 
a valid compromise agreement,’ and the po- 






126 USCA Section 3761. For a discussion of 
the history of Rev. Stat. 3229, the source of 
the present statute, see Gardner, ‘‘The Com- 
promise of Federal Taxes and Penalties,’’ TAXES 
—The Tax Magazine, November, 1935, p. 635. 

2 Rev. Stat. 3229 reads: ‘‘The Commissioner, 
with the advice and consent of the secretary 
of the Treasury, may compromise . 

The Revenue Act of 1938 (52 Stat. 578) amended 
this provision to its present wording. 

3 For compromise after judgment, see Rev. 
Stat. 3469, 31 USCA Section 194. 

4 Webster’s New International Dictionary. 

5 Fire Insurance Association v. Wickham, 141 
U. S. 564, 577; Owensboro Ditcher and Grader 
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IN COMPROMISE 


By HAROLD KAMENS and WILLIAM A. ANCIER 
COUNSELLORS AT LAW, NEWARK, NEW JERSEY 


sition taken by all the Attorneys General 
passing upon the question has been that the 
claim must in some way be doubtful.® 


Conversely, where liability has been es- 
tablished by a valid judgment or is certain, 
and there is no doubt as to the ability of the 
government to collect, there is no room for 
mutual concessions and, therefore, no basis 
for compromise.’ 


It will thus be seen that no compromise 
can be entered into by the government where 
both legal liability and collectibility in full 
exist. If either element is lacking, there is 
room for mutual concession. 


In the rule enunciated by the Attorney 
General,*® the word “certain” relates to claims 
which are liquidated or undisputed, and where 
there is a bona fide dispute, as to either a 
question of fact or of law, certainty can not 
be said to exist.® In such cases, there is room 
for mutual concession. 


Compromises, which are favored in law,” 
are contracts and, like all contracts, require 
parties capable of making, and authorized 
to make, the contract, a subject matter and 
a consideration.” 


Being a contract, a compromise can be 
rescinded by either party upon the ground 
that it resulted from a mutual mistake of a 


Company v. Markham, 32 F. 
(CCA-6) ; 
(CCA-10). 

612 Op. Atty. Gen. 543; 16 Op. Atty. Gen. 
259, 617; 21 Op. Atty. Gen. 50, 264; 23 Op. Atty. 
Gen. 18, 631; 36 Op. Atty. Gen. 40. 

7 Opinion of the Attorney General, October 24, 
1933, XII-2 CB 442. 

8 Ibid. 

®Op. Atty. Gen. 7, XII-2 CB 445. 

10 Daly v. Busk Tunnel Railway Company, 129 
F’. 513, 521. 

1 Big Diamond Mills Company v. U. S., 2 ustc 
§, 791 (CCA-8). 


(2d) 564, 565 
U. 8. v. Golden, 34 F. (2d) 367, 374 
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material fact” or from fraud.” If the tax- 
payer-debtor defaults in his performance, 
the creditor can either rescind the settle- 
ment and enforce the original liability or he 
can enforce the compromise settlement. It 
is unlike an abatement, which does not sat- 
isfy the tax bill, but merely in effect removes 
it to an inactive account. 


The adequacy of the concession or con- 
sideration sufficient to justify the acceptance 
of an offer in compromise is to be deter- 
mined by the exercise of sound discretion, 
and compromise settlement of such cases is 
not therefore precluded.” 


It is a generally accepted doctrine that 
the authority to compromise taxes legally 
due, as distinguished from penalties, is lim- 
ited to insolvent taxpayers,” but the author- 
ity for this assumption is extremely doubtful.” 
The question at once arises whether the 
common-law or Bankruptcy Act definition 
of insolvency is to be the standard, and it 
seems much more practicable from an ad- 
ministrative standpoint to allow the Com- 
missioner to act at his discretion than to 
fetter his hands by first requiring a finding 
of insolvency. There is no statutory author- 
ity to compromise solely upon the ground 
that a hard case, which excites sympathy or 
which is merely appealing from the stand- 
point of equity, is presented.* 

During the recovery from the 1929 de- 
pression, a considerable number of cases 
arose which gave concern to the Secretary 
of the Treasury. The government was able 
to collect the tax in full by exercising its 
priorities over other creditors and forcing 
sale, thereby destroying the businesses and 
throwing men out of work. 

The Attorney General conceded there was 
much to be said for the proposition that a 
liberal rule should exist, but was of the opin- 
ion that if such a course were to be taken, 
it should be at the instance of Congress.” 
Under the statute in effect today, the power 
to compromise authorizes settlement only 
where uncertainty exists as to liability or 
collection. 


Compromises Based on Collectibility 


Since the Commissioner’s rejection of a 
taxpayer’s offer to compromise a claim is 
not a determination of a deficiency from 


2U. 8. v. Pittman, 48-2 ustc { 9328 (DC Ga., 
1948). 

%3U. 8. v. Canfield, 29 Fed. Supp. 734, (DC 
Calif., 1939). 

1% Birch, CCH Dec. 11,773-G, BTA Memo. Op. 
(1941). 

15 See footnote 9, supra. 
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which the taxpayer may appeal,” and since 
final opinions and orders relating to offers 
in compromise are matters of official record 
and therefore confidential,” case records are 
rarely subject to public scrutiny. It is 
therefore difficult to set forth actual cases 
showing the Bureau of Internal Revenue’s 
application of these general principles to 
particular situations, but the following 
analyses, in the considered opinion of the 


authors, stem logically from the broad 
standards enunciated by the Attorneys 
General. 


A taxpayer and his wife, both of whom 
are presently aged seventy-five and infirm, 
formerly enjoyed substantial wealth. Through 
market reverses, their assets were dissipated, 
until now their sole assets consist of listed 
securities having a market value of $25,000. 
Their sole means of livelihood consists of 
dividends of $1,500 per year from these se- 
curities. Their tax bill amounts to $20,000. 
They offer to sell $5,000 of these securities 
and submit this amount as an offer in com- 
promise. The offer should be rejected. 
Although this case makes for sympathy and 
insistence on collection may result in these 
taxpayers eventually becoming public charges, 
the assets’ have a readily realizable market 
value which exceeds the taxpayer’s liability. 
There is therefore no doubt as to the ability 
of the government to collect. 

A taxpayer, fifty-eight years of age, is 
incapacitated and is being supported by his 
children. He has no assets or future 
prospects. His tax liability is $500, and he 
offers $25, which amount has been advanced 
by his children, in compromise. Although 
the field examiner explains to him that under 
these circumstances the account will be 
abated as uncollectible and that it is not 
necessary for him to submit an offer in 
compromise, the taxpayer states he prefers 
to submit the offer and close the account, 
rather than have it remain on the collector’s 
records. The offer should be accepted. 
Field examiners are not expected to extract 
payment from friends or relatives who are 
not liable for the tax; such tax should be 
abated as uncollectible. Since abatement 
does not satisfy the bill, a number of tax- 
payers prefer to have the account closed 
by means of an offer. Where it is clear the 
taxpayer understands his rights, the offer 
is acceptable. 


1616 Op. Atty. Gen. 248. 

™ Paul and Mertens, Federal Income Taxa- 
tion, Volume 5, p. 303. : 

18 See footnote 9, supra. 

19 See footnote 7, supra. 

20 Beir, CCH Dec. 99, 1 BTA 252. 

21 26 CFR Section 600.1 (b). 
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Assume the same set of facts as above 
except that after the acceptance of the offer 
a long-lost cousin, whom the taxpayer 
thought dead many years ago, dies, leaving 
the taxpayer valuable property in Alaska. 
Can the Commissioner rescind the settle- 
ment and attach the Alaskan property to 
satisfy the difference between the tax lia- 
bility and the payment made with the offer? 
No. The settlement, not having been 
grounded in fraud or mutual mistake, is not 
subject to rescission. 


A taxpayer formerly controlled a string 
of chain grocery stores and at that time was 
worth $3 million. In 1928 he attempted to 
expand into the wholesale field by borrow- 
ing $1 million and pledging his stock in the 
chain as collateral. The market crash wiped 
him out and the chain ended up in the hands 
of creditors, with the taxpayer working for 
them as divisional superintendent at a sal- 
ary of $10,000 a year. The taxpayer lost 
his home through foreclosure and has no 
assets other than his salary. He has nu- 
merous general creditors, is about sixty 
years old and in poor health, and it is un- 
certain whether his creditors will continue 
his employment. His tax liability is $80,000, 
and he can borrow $5,000 from a friend, 
which sum he submits as an offer in com- 
promise. The offer should be accepted. In 
view of the uncertainty of taxpayer’s posi- 
tion, his age and state of health, the $5,000 
settlement is more attractive than waiting 
for a possible betterment of taxpayer’s 
financial condition. If the collector should 
levy on taxpayer’s salary, he might realize 
about one month’s salary, or $833. Since 
there is a possibility of the taxpayer’s losing 
his job after the first levy, the government 
will probably collect only this amount, 
which is substantially less than the offer 
made. Since the taxpayer is able to borrow 
$5,000 from a friend, he has tapped a source 
of credit not available to the government, 
which adds attractiveness to the offer. 

A taxpayer, who is a stock broker, buys 
and sells a great deal for his own account, 
sustaining large losses in some years and 
realizing large: gains in other years. His 
earnings for 1945 amounted to $25,000, for 
1946 to $18,000, and for 1947 to $37,000. 
He owes the government $32,000 for the 
years mentioned and for back years, offering 
to compromise his liability and interest for 
$15,000. He explains he has borrowed this 
sum from his father-in-law and states he has 
married into a wealthy and extravagant 
family. He alleges he has not been able to 
reduce his living expenses, which exceed 
his income. He also states he must employ 
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five servants to maintain his establishment 
and that if he did not continue his high style 
of living, his business would suffer. The 
offer should be rejected. The fact that the 
taxpayer is offering to compromise his lia- 
bilities with borrowed money endows his 
case with no merit. 


A taxpayer, an account executive with a 
large advertising firm, makes a salary of 
$15,000 a year. It is required of him that 
he entertain clients and maintain a standard 
of living in keeping with his position. He is 
forty-two, in good health and has a wife 
and two minor children. His statement of 
financial condition discloses he has bor- 
rowed $75,000 and pledged listed stock 
worth $25,000. His tax liability amounts 
to $20,000, and he offers to compromise this 
for $2,000 in cash. After negotiations, he 
increases his offer to $15,000—one year’s 
salary—payable over a period of five years 
at $3,000 a year. The offer should be ac- 
cepted. The stock being pledged for a 
loan exceeding the stock’s value, the tax- 
payer may be sold out by his creditor. The 
test in this case is whether the government 
should reject the offer or await further de- 
velopments in the hope that the stock will 
more than triple in value. Since this is 
unlikely and since salary attachment pro- 
ceedings are uncertain, the government will 
probably gain more by accepting the offer 
of $15,000 than by rejecting same. 


A taxpayer’s assets consist of three 
parcels of real estate as follows: one tract 
purchased in 1929 for $30,000 and presently 
burdened with a mortgage of $18,000, a sec- 
ond tract purchased in 1940 for $60,000 and 
carrying a $45,000 mortgage, and a third 
tract purchased in 1949 for $110,000 and 
bearing a first mortgage of $60,000 and a 
second mortgage of $20,000. The taxpayer 
inquires about the prospects of compromis- 
ing his tax liability, which amounts to 
$50,000. When nonliquid assets are in- 
volved, their forced-sale value is regarded, 
rather than their future prospects. The 
forced-sale value would depend upon the 
trend of the real estate values in the par- 
ticular locality, the general nature of the 
property, its condition, the neighborhood 
and similar pertinent factors which go to 
make up the forced-sale value. Rather than 
wait for a rise in the real estate market, 
with risks incident to foreclosure of liens of 
the government, the Commissioner would 
probably prefer to accept a cash settlement 
if taxpayer could tap a source unavailable 
to the government. 


A taxpayer is a maker of manufactured 
sugar. To satisfy its creditors during the 
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depression, it used all available liquid assets 
to meet their demands and neglected to pay 
excise taxes due the government. Its back 
tax bill and interest amounts to $250,000. 
Its condition has worsened steadily, and 
bankruptcy threatens. A careful analysis 
of its trade position reveals that it cannot 
secure credit because of its large tax bill, 
and that if the tax liability is compromised, 
the taxpayer may be able to better its com- 
mercial position. An appraisal of its assets 
shows a forced sale value of $10,000, but 
this valuation is speculative because of the 
increase in beet-sugar crops in its state. 
The taxpayer offers to compromise for 
$100,000—payable $25,000 down and the bal- 
ance over a period of five years. The offer 
should be accepted. If the government re- 
jects the offer and forces a sale, it will 
probably recover substantially less than 
$100,000, whereas if it accepts the offer to 
pay in installments, it will realize the full 
$100,000. If the taxpayer defaults, the gov- 
ernment will have realized the payments 
up to the time of default and can still collect 
up to the value of the property. The com- 
promise agreement will also strengthen the 
credit position of the taxpayer to the point 
where it can meet its installments on the 
offer. Also, the policy of permitting the 
taxpayer to exist is preferable to putting it 
out of business. 

A taxpayer is in liquidation. Its assets 
have a total forced value of $750,000, and its 
tax bill amounts to $1 million. The govern- 
ment has perfected its priorities ahead of 
other creditors, whose claims total $100,000. 
The taxpayers and its creditors contend the 
government should accept an offer of 
$100,000 since, if it insists on taking the 
full sale value of taxpayer’s assets, several 
of taxpayer’s creditors will be forced to go 
into bankruptcy, throwing many men out of 
work. The offer should be rejected. The 
government has no discretion in the way 
of voluntary assisting of other creditors. 
Administrative officers have no power to 
waive definite priorities by statute, as here. 

A taxpayer, formerly a wealthy man, 
owned the controlling interest in a cor- 
poration and had himself installed as presi- 
dent, receiving a $75,000-a-year salary. He 
lost his stock last year and was ousted 
from his office, being retained as a vice 
president at $20,000 a year. Several months 
ago the new corporate heads alleged earn- 
ings were dwindling, and cut his salary to 
$17,000. Another cut was made last month, 
and the taxpayer now earns $15,000. He 
wishes to compromise his tax bill of $25,000 
by a payment of $5,000 in cash, all the sav- 
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ings he has left. He states that unless the 
government accepts this offer, it will prob- 
ably receive nothing, since he is certain he 
will lose his job soon and be forced to live 
off his savings, thereby depleting them. As 
proof of his conclusion, he points out his 
two cuts in salary and alleges the corpora- 
tion is trying to get him to resign. He 
claims the company, realizing his tenacity 
in holding on to this job, intends to resort 
to a subterfuge to fire him, having instructed 
him recently that he is being sent to the 
west coast to collect an old account receiv- 
able incurred during his administration. 
He knows he will be unable to collect pay- 
ment and says the company will then dis- 
charge him. It is not considered advisable 
at this stage to measure the amount of a fair 
offer in compromise, since the taxpayer still 
has a job under the new management and 
may be unduly uncertain about his retaining 
the position. It would seem wiser to await 
further developments and then reconsider 
the case. 

A taxpayer, a large corporation having 
few physical assets but employing a large 
number of people, was thrown into invol- 
untary bankruptcy by its creditors. Its tax 
bill amounts to $65,000. The proceeds from 
the sale of the corporation’s assets were 
wholly eaten up by unpaid wage claims of 
the employees, which debts, under the 
Bankruptcy Act, are prior to taxes owed 
the government. Former officers connected 
with the corporation desire to have the cor- 
poration’s tax account closed out, and among 
themselves raise $500, which they offer in 
compromise of the corporation’s tax lia- 
bility. The offer should be accepted. The 
offer is purely voluntary, and there are no 
assets from which the government can col- 
lect the taxes due. 


A taxpayer and his wife filed a tax return 
which they designated as a “joint return.” 
As a matter of fact, the wife had no income. 
The husband subsequently lost all his prop- 
erty and a deficiency of $5,000 was assessed 
against him in the income tax return. The 
government investigators find the wife still 
has an inheritance from her father in the 
amount of $10,000. The original tax was 
assessed against the taxpayer only and it 
is now too late to assess against the wife. 
The husband offers to compromise for $500, 
which he has borrowed from his wife. The 
question is raised as to whether this offer 
is adequate, in view of the wife’s bank ac- 
count. The offer should be accepted. The 
wife is under no legal liability for the tax 
since the return, although labeled a joint re- 
turn, was not in fact a joint return, In this 
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case, only the husband’s assets can be con- 
sidered in weighing the adequacy of the 
offer in compromise of his own liability. 


A taxpayer owes taxes in the sum of 
$50,000 and offers to compromise for the 
full amount of his assets—$15,000. John 
Doe and Richard Roe are liable as trans- 
ferees for the entire tax. The file contains 
no information as to the ability of Doe and 
Roe to pay any or all of the tax. The offer 
should be held open until the ability of the 
transferees to pay has been investigated. 
Acceptance of an offer by a transferor will 
extinguish the transferees’ liability. 


Assume the same facts as above, except 
that the offer emanates from Roe, the offer 
being the maximum he can pay. Is it 
necessary to investigate the asset values of 
the taxpayer and Doe? No. However, as 
a matter of precaution in such cases, the 
offeror is required to word the offer so as 
to make it clear that he is compromising 
only his individual liability. 


Procedure 


The statute authorizing compromise of 
tax liabilities is the exclusive method by 
which compromises can be effected, and it 
must be complied with strictly.” Should 
the taxpayer and a subordinate official of 
the Bureau enter into an informal agree- 
ment compromising a tax liability, the stat- 
utory requirements have not been met, and 
the taxpayer may recover through suit his 
payment so made.” 


Offers in compromise are submitted in 
duplicate upon properly executed Treasury 
Department forms and are customarily filed 
with the collector charged with the duty 
of collecting the tax sought to be com- 
promised. The offer must be accompanied 
by a statement of financial condition and by 
payment by cash, certified check or money 
order. 

If the taxpayer offers to compromise his 
liability by immediate settlement, his offer 
is made on Form 656. If settlement is 
offered by means of deferred installment 
payments, the offer is made on Form 656-C. 

These forms are substantially similar; in 
each, the taxpayer sets forth specifically 
the charge of violation of law or failure to 
meet an internal revenue obligation, and the 
date and place of alleged violation. He 
then states in detail the cause or causes of 
the alleged violation or failure, and offers 
to secure his release from the liability re- 





2 Botany Worsted Mills v. U. S., 1 ustc § 348, 
278 U. S. 282. 


Civil Offers in Compromise 





sulting from the violation or failure by 
tendering voluntarily a certain sum of 
money, joining his tender with the request 
that it be accepted in compromise of the 
liability. 

The liability includes tax or other prin- 
cipal liability, interest and/or ad valorem 
penalty. Therefore, the total liability for 
each period involved for which compromise 
is sought must be stated. 


The taxpayer submits as grounds for the 
acceptance of his offer, facts and reasons 
which he feels will constitute impelling 
cause and can buttress the same by support- 
ing evidence. 

In his offer, he specifically concedes that 
he is not afforded relief from the liability 
sought to be compromised unless and until 
the offer is actually accepted by the Com- 
missioner, with the approval of the officers 
named in the statute. 


In making the offer and as part con- 
sideration thereof, he expressly agrees that 
all payments and credits already made to 
the account for the period under considera- 
tion shall be retained by the United States, 
and further expressly waives any claim to 
moneys to which he may be entitled under 
the internal revenue laws due through over- 
payment of any tax or other liability, pro- 
vided such moneys do not exceed the dif- 
ference between the liability sought to be 
compromised and the amount he offers in 
compromise. Finally he waives the benefit 
of any statute of limitations and agrees to 
its suspension for the period during which 
this offer is pending, and for one year there- 
after. 

If an offer is made to pay in deferred 
installments, the taxpayer agrees that upon 
notice of acceptance he shall have no right, 
in the event of default in any installment 
payment, to contest the amount of liability 
sought to be compromised, and that in the 
event of such default, the Commissioner 
may either sue to collect the unpaid bal- 
ance of the offer or disregard the amount 
of such offer and collect the balance of the 
original liability by distraint or suit. 

The financial statement accompanying 
either of the above is made on either Form 
443, for nonemployment tax accounts, or 
on Form 443-B, for delinquent employment- 
tax accounts. Detailed information must be 
given about affiant’s assets, liabilities, em- 
ployment, existence of safe-deposit boxes, 
life insurance, pending foreclosures, bank- 
ruptcies or receiverships, income for the 


23 Tbid. 


431 











past three years, receipts and disburse- 
ments for the past twelve months, depend- 
ents (if the offeror is an _ individual), 
prospects of an increase in the value of 
assets and increase of present income, and 
disposition of any property by way of sale, 
gift, exchange, transfer, etc-—except by sale 
for full value—subsequent to the beginning 
of the taxable period involved to the present 
date. 


If the account relates to delinquent em- 
ployment taxes, the offeror must reveal 
whether the employees’ taxes were de- 
ducted or withheld from wages paid, and 
if deducted but not paid over to the col- 
lector, what disposition was made of the 
amounts deducted. 


No maximum sum for offers is set forth 
by statute. However, if a taxpayer failed 
to file a return either through ignorance of 
the requirements of the law or through a 
misunderstanding of its requirements, the 
Treasury Department has ruled it will ac- 
cept offers in compromises in such cases 
in minimum amounts—$5 from individuals 
and $10 from corporations organized for 
profit.* 


Upon receipt of the offer, financial state- 
ment and payment, the collector deposits 
the money or check in a special deposit ac- 
count,” and after examination makes a writ- 
ten recommendation for acceptance or 
rejection. Under regular administrative pro- 
cedure, the case record is transferred to the 
appropriate field division of the technical 
staff,” and there a conference may be had 
at the instance of either the taxpayer or the 
staff division. 


Within the class of compromise cases 
under technical-staff jurisdiction, the head 
of each field division is authorized to reject, 
in the name of the Commissioner, any offer 
in compromise referred for his considera- 
tion. He may not, however, reject any offer 
in which rejection has not been recom- 
mended by the collector without first calling 
upon that officer for a statement of his views 
and affording him an opportunity to be 
heard. 


If the head of the staff division decides 
that the offer is unacceptable, he promptly 
notifies the taxpayer of his decision, and 
the collector is then authorized to refund 


*T. D. 2015, August 13, 1914. 

% 26 USCA Section 3971. 

26 Under Commissioner’s Mim. 4955, approved 
September 6, 1939, the heads of the field divi- 
sions of the Technical Staff will, except in cases 
involving criminal prosecution, court proceed- 
ings or delinquency penalties only, represent the 
Commissioner in consideration of offers in com- 
promise of liability in income- and profits-tax 
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the deposit to the offeror.” Following re- 
jection, proceedings for forfeiture, prosecu- 
tion or collection are resumed. 


If the head considers the offer acceptable, 
a memorandum recomending acceptance is 
prepared, submitted to the division counsel 
for approval or adverse comment, and the 
case is then transferred to the technical- 
staff headquarters office in Washington, 
D. C. The taxpayer is not notified of such 
action. At staff headquarters, the recom- 
mendation is reviewed and if considered 
acceptable, it is submitted to the special 
deputy commissioner for his review and 
submission to the Commissioner. 


The taxpayer may request conferences in 
the office of the special deputy commissioner 
for the purpose of determining the amount 
which may be acceptable as a compromise, 
if it is determined that there is a compromis- 
able case after all investigation. As a 
matter of fact, such conference may be had 
even before filing the formal offer, for the 
purpose of exploring the posibilities of com- 
promising the federal tax liability. 


If a compromise is approved by the 
special deputy commissioner, the Commis- 
sioner and the chief counsel, it is forwarded 
to the Secretary’s Office for final approval. 
When the offer is acted upon, the Collector 
is notified and he thereupon notifies the 
proponent, contemporaneously withdrawing 
the deposit from his special deposit account 
and depositing the sum in the Treasury of 
the United States as internal revenue col- 
lections. 


Whenever a compromise is made by the 
Commissioner in any case, there is placed 
on file in the office of the Commissioner 
the opinion of the General Counsel for the 
Department of the Treasury, or of the of- 
ficer acting as such, with the reasons there- 
for, with a statement of (1) the amount of 
the tax assessed, (2) the amount of addi- 
tional tax or penalty imposed by law in con- 
sequence of the neglect or delinquency of 
the person against whom the tax is assessed 
and (3) the amount actually paid in accord- 
ance with the terms of the compromise.” 
The case is then closed. It should be noted 
that acceptance of an offer in compromise 
of civil liabilities does not remit criminal 
liabilities.” 
cases, in unjust-enrichment cases and in cases 
arising under the Vinson Act, including offers 
applying partly to taxes of these classes and 
partly to taxes of other classes, which are based 
entirely upon inability to pay. 

27 See footnote 25, supra. 


78 26 USCA Section 3761 (b). 
2° 26 CFR Section 601.1 (d) (3). 
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It will be observed that the statute au- 
thorizes the Commissioner to compromise 
any civil case. Thus, any case arising under 
the internal revenue laws, whether it be a 
matter of liability arising out of income, 
profits, unjust enrichment, social security, 
capital stock, alcoholic beverages, tobacco, 
firearms, estate, gift, sales, admission, com- 
munications or excise taxes may be com- 
promised. It is immaterial whether the tax 
is normally collected either by assessment 
or documentary stamps.” 


By virtue of the statute, an offer can be 
accepted only by the Commissioner, with 
the approval of the Secretary, Under Secre- 
tary or Assistant Secretary of the Treasury. 
This legal requirement places before the 
Commissioner and the approving officials a 
considerable volume of minutiae. 





3% 26 CFR Sections 601.6 and 601.10. 

21 ‘Investigation of the Bureau of Internal 
Revenue,’’ Report to the Joint Committee on 
Internal Revenue Taxation, dated January 27, 
1948, at p. 43. 


The advisory group appointed by the 
Joint Congressional Committee on Internal 
Revenue Taxation recommended a limited 
authority to act for the Secretary of the 
Treasury be delegated to the. collectors or 
supervisors of accounts and collections, sug- 
gesting that Bureau policies and standards 
could be maintained by post-review.™ 


Commissioner George J. Schoeneman, in 
his letter to the Chairman of the Joint Com- 
mittee, stated he was in accord with this 
suggestion and that the Department had 
already recommended that the requirement 
of the Secretary’s approval of compromises 
relating to cases where tax liability is less 
than $500 be eliminated and authority be 
given to the Commissioner to delegate to 
his agents the right to compromise such 
cases.” [The End] 


32 Statements to the Joint Committee by the 
Treasury Department and Commissioner of In- 
ternal Revenue, p. 13. 





proprietary interests in their corporate em- 
ployers. Finally, it presents some question 
as to how many of such options have been 
issued primarily with a view toward avoid- 
ing income tax rather than merely to en- 
courage the employee to acquire and retain 
a proprietary attitude toward his employer. 





No attempt is made here to answer any 
of the foregoing questions. But, even as- 
suming that each one of them is resolved 
in favor of some special treatment for em- 
ployee stock-options, there appears to be 
little justification for any greater relief than a 
mere extension of time for payment of the tax. 


On grounds of equity, revenue considera- 
tions and sound administration, the present 
treatment accorded to employee options 
under the federal income tax appears to be 
entirely justified. Precedents in the case 
of other contract rights which are too specu- 
lative for appraisal seem to make it im- 
material whether such options be viewed as 
property, per se, or as mere rights to acquire 
property. The Supreme Court in the Smith 
case rendered unimportant the previously 
recognized distinction between options which 
were granted with a substantial spread and 
those which were granted at or above the 
then market price of the optioned property. 
Since every “employee option” is intended to 


46 Van Dusen v. Commissioner, supra, footnote 
30. 
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confer a benefit on the employee (otherwise 
there would be no point in the arrangement) 
in consideration either directly or indirectly 
for past or future services, it is clearly not 
unreasonable to presume that all of such 
options are compensatory.” 


The basic objection offered in opposition 
to the present treatment of these options is 
the contention that such treatment might 
have an adverse effect upon the business incen- 
tives of some stock-option arrangements 
since the impact of the tax on the entire 
spread at the exercise of the option might 
force the employee to dispose of his stock 
interest in order to pay the tax. Whatever 
the merits of this contention, it would hardly 
justify a return to the pre-1946 treatment 
of such options, or the creation of any sim- 
ilar loophole through which some individuals 
might once again be able to convert a sub- 
stantial portion of their compensation into 
long-term capital gains, and in some cases 
to avoid tax completely with respect there- 
to. Under no circumstances should any 
legislation be considered in this area with- 
out a thorough exploration of the public 
purposes, if any, to be served by such legis- 
lation, and a careful appraisal of the effect 
which it might have upon the equities of 
other taxpayers and the economic position of 
partners and sole proprietors. [The End] 









CONTINUITY OF INTEREST 


in Nontaxable Reorganizations 


and Section 112(g) (1) (D) 


pte 1924 the federal income tax stat- 
utes have contained a provision, now 
Section 112(g)(1)(D) of the Code,’ to the 
effect that a nontaxable reorganization in- 
cludes a transfer by a corporation of all or 
a part of its assets if immediately after the 
transfer the transferor or its stockholders 
or both have control of the transferee. For 
an equally long time there has been a pro- 
vision that “control” means ownership of at 
least eighty per cent of the total voting 
power of all voting stock and at least eighty 
per cent of the total number of shares of 
all nonvoting stock of the transferee.” On 
the other hand, Congress has never speci- 
fied the portion of the shareholders of the 
transferor who must hold an interest in the 
transferee in order that the transaction may 
qualify as a reorganization. 


It seems that lack of any express specifi* 
cation in the statutes and the Code as to 
the portion of the shareholders of the trans- 
feror who must have control of the trans- 
feree would long ago have forced the courts 
to fill this gap by the process of judicial in- 
terpretation. Strangely enough, the question 
has been presented to them on only a few 
occasions and there has never been a thor- 
ough judicial consideration of the question. 
The most recent occasion, and the one in 
which the question was most squarely pre- 
sented, is the case of Reilly Oil Company.* 


1“‘The term ‘reorganization’ means. . a 
transfer by a corporation of all or a part of its 
assets to another corporation if immediately 
after the transfer the transferor or its share- 
holders or both are in control of the corporation 
to which the assets are transferred eae 

2Code Section 112(h): ‘Definition of Con- 
trol.—As used in this section the term ‘control’ 


The predecessor of the Reilly Oil Com- 
pany owned certain oil properties in Texas. 
In 1940 it was reorganized under Chapter X 
of the National Bankruptcy Act. Under the 
plan of reorganization the taxpayer acquired 
from the trustee all of the predecessor’s 
assets except some which were sold to 
realize cash to pay off creditors and to re- 
deem the stock of holders who elected to 
take cash. The holders of about thirty-one 
per cent of the stock elected to surrender 
their shares for cash. The remaining sixty- 
nine per cent received all the shares of the 
taxpayer in exchange for their holdings in 
its predecessor. The case arose on the tax- 
payer’s contention that it was entitled to 
cost depletion based on the fair market value 
of the assets at the date of their acquisition. 
The Commissioner took the position that 
the taxpayer acquired these assets in a 
nontaxable reorganization under Section 
112(g)(1)(D), and that the predecessor’s 
basis of cost, which was nominal, should 
have been taken over. Thus, the Tax Court 
was presented with the question of whether 
the “transferor or its shareholders or both” 
were in control of a transferee when only 
sixty-nine per cent of the shareholders of 
the transferor held stock in the transferee. 


A divided court ruled that Section 
112(g)(1)(D) applied and that the prede- 
cessor’s stockholders were in control of the 


means the ownership of stock possessing at 
least 80 per centum of the total combined voting 
power of all classes of stock entitled to vote and 
at least 80 per centum of the total number of 
Shares of all other classes of stock of the 
corporation.”’ 

3 CCH Dec. 17,308, 13 TC —, No. 121 (1949). 
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HAS THE CONTINUITY-OF-INTEREST 
TEST LOST ITS IMPORTANCE? 


By ALFRED E. HOLLAND 


Attorney, San Francisco 





taxpayer after the transfer. The majority 
thought that the only requirement of Sec- 
tions 112(g)(1)(D) and 112(h) as to con- 
tinuing interest is that stockholders of the 
transferor end up with at least eighty-per- 
cent control of the transferee. The discus- 
sion of the point was quite short and the 
only authority cited was Toklan Royalty 
Corporation v. Jones, in which decision there 
was a similar lack of analysis.* 


The view of the majority was attacked in 
the dissent on the ground that the decision 
merely stated the facts of the case and the 
court’s conclusion. The dissenters took the 
position that the Code provision requires 
that at least substantially all of the share- 
holders of the transferor must hold an interest 
in the transferee. The primary emphasis 
was put on the literal meaning of the words 
used in the statute. The reasoning was that, 
since Congress used specific language through- 
out the subsection whenever it intended to 
express less than all of a category, the ab- 
sence of specific language in this instance 
reveals the intention of Congress to require 
that all the stockholders have an interest in 
the transferee. 


Textual analysis such as this usually is 
considered as the first, and perhaps the most 
important, step in interpreting a statutory 
provision. However, interpretation of a 
statute by close examination of the meaning 
of the words used therein is of little real 
help when there is an ambiguity on the face 
of the statute. The position taken in the 
dissent, that Congress would have specified 


less than all the stockholders of the trans- 
feror had it intended to refer to less than 
all of them, proves too much, as examination 
of the subsection will reveal that in several 
instances Congress specified “all” of a cate- 
gory when it desired that the entire class be 
included. In such a state of affairs it ap- 
pears that the term “its stockholders” is 
ambiguous and that textual analysis alone 
will not solve the problem. 


The primary weakness of the literal ap- 
proach to statutory interpretation is that the 
general purpose of the legislation may be 
lost sight of by concentrating on the words 
themselves—the old forest-and-trees situa- 
tion. Here a close scrutiny of the words 
reveals an inherent ambiguity, and the in- 
terpreter should shift his attention from 
them to the general purpose and scheme of 
the reorganization provisions—in other words, 
from the trees to the forest. 


“Purpose” 


A good explanation of the general pur- 
pose of the reorganization provisions has 
been set out by the Commissioner in Regu- 
lations 111, Section 29.112(g)(1), in a para- 
graph headed “Purpose”: 


“Under the general rule, upon the ex- 
change of property, gain or loss must be 
accounted for if the new property differs in 
a material particular, either in kind or in 
extent, from the old property. The purpose 
of the reorganization provisions of the In- 
ternal Revenue Code is to except from the 





* 45-1 ustc § 9107, 58 F. Supp. 967 (DC Okla., 


1944); appeal dismissed, 147 F. (2d) 856 (CCA- 


10, 1945). 
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general rule certain specifically described 
exchanges incident to such readjustments of 
corporate structures, made in one of the 
particular ways specified in the Code, as are 
required by business exigencies, and which 
effect a readjustment of continuing inter- 
ests in property under modified corporate 
forms. Requisite to a reorganization under 
the Code are a continuity of the business 
enterprise under the modified corporate 
form, and a continuity of interest therein on 
the part of those persons who were the 
owners of the enterprise prior to the re- 
organization.” 


The courts have discussed the general 
purpose of the reorganization provisions on 
several occasions. In Groman v. Commis- 
sioner,” the Supreme Court stated that its 
purpose is to free from the imposition of a 
tax an exchange where “the interest of the 
stockholders in a corporation continues to 
be definitely represented in a substantial 
measure in a new and different one.” In 
Seiberling Rubber Company v. Commissioner 
the court observed that it was “to free from 
the imposition of an income tax purely paper 
profits or losses where there is no realiza- 
tion of gain or loss in the business sense 
but merely the recasting of the same in- 
terests in a different form.” The court con- 
cluded in. Lewis, et al. v. Commissioner,’ that 
the “intendment of the statute [was that] 

gain or loss is not crystallized for 
recognition by the mere transfer of a going 
business to another corporation for opera- 
tion indefinitely; ‘the collective interests still 


x’ 


remained in solution’. 


All these statements point out the neces- 
sity for a continuation of the interests of 
the owners of the old business. The lan- 
guage used indicates that neither the Com- 
missioner nor the courts have in mind the 
continuity of interest of a particular stock- 
holder, but that both are concerned with 
the continuing interest of the stockholders 
as a group. In the Regulations the term 
used is “owners of the enterprise”; in the 
Groman case the Supreme Court spoke of 
“the interest of the stockholders”; in Seiber- 
ling Rubber Company v. Commissioner, it was 
“the same interests”; and in the Lewis case, 
“the collective interests.” If these pro- 
nouncements as to the general purpose of 
the reorganization provisions are to be given 
their deserved weight, it appears that this 
purpose would not be fulfilled if a reorgani- 
zation is found to exist when the interests 

5 37-2 ustc { 9533, 302 U. S. 82, 89 (1937). 


® 48-2 ustc { 9343, 169 F. (2d) 595, 597 (CCA-6, 
1948). 





436 May, 1950 «© TAX ES—The Tax Magazine 





of a majority of the stockholders in the 
enterprise are terminated in the transaction. 


On the other hand, the purpose of the 
statute, to establish a means by which such 
readjustments could be made, would be de- 
feated in actual operation if it were necessary 
for all the shareholders to be represented in 
the continuing corporation. In most reor- 
ganizations there are a few dissenters whose 
stock must be purchased for cash, and an 
interpretation of the statute which required 
all the stockholders of the transferor to 
have an interest in the transferee would pre- 
vent the nontaxable reorganization of any 
corporation having more than a very few 
shareholders. 


Consideration of the general purpose of 
the legislation leads to the conclusion that 
more than a minority of the shareholders of 
the transferor must have an interest in the 
continuing corporation, but that all of them 
need not be represented. Nor does there 
seem to be any intermediate percentage 
which may be fixed upon as the required 
amount. The eighty-per-cent control specified 
in Section 112(h) obviously refers only to 
ownership of stock in the transferee. Also, 
a requirement that substantially all the 
shareholders in the transferor be repre- 
sented would defeat the operation of the 
statute almost as effectively as a require- 
ment of all of them and, in addition, would 
be indefinite. It is not likely that Congress 
intended to establish such an _ indefinite 
measure in a statute which was intended to 
prescribe a precise statutory formula. In 
summary, it seems that the general purpose 
of the provision requires that at least a 
majority of the shareholders of the trans- 
feror hold stock in the transferee, but that 
no greater percentage is required. 


Accordance with Predominant Views 


This conclusion is in accordance with the 
views of the courts in the few decisions 
which have touched upon the question. The 
earlier reorganization provisions were rela- 
tively short and somewhat general in lan- 
guage. Because of this generality of the 
statutes, the courts, and especially the Su- 
preme Court, soon added an extraneous test 
which must be considered along with the 
language of the provisions themselves. 


This test is now familiarly known as the 
“continuity of interest” test. It got its start 
in Pinellas Ice & Cold Storage Company v. 


749-2 ustc { 9377, 176 F. (2d) 646, 649 (CA-1, 
1949). 
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Commisstoner,’ wherein it was ruled that the 
transferor corporation must retain a pro- 
prietary ownership in the reorganized busi- 
ness more definite than that incident to the 
ownership of short-term promissory notes. 
In Helvering v. Minnesota Tea Company, it 
was held that a transfer of property by one 
corporation to another for cash and securi- 
ties qualified as a reorganization, so long as 
the transferor retained an interest in the 
affairs of the transferee which represented a 
material part of the assets transferred. The 
principles of these two cases were reaffirmed 
in Le Tulle v. Scofield,’ where it was held 
that there was no reorganization when the 
consideration for the transfer was cash and 
long-term bonds, so that the transferor re- 
tained no proprietary interest in the form 
of stock in the transferee. The test was 
refined further in Helvering v. Alabama As- 
phaltic Limestone Company; ™ and it was ap- 
plied to the provision now appearing in 
Section 112(¢)(1)(D) by the Court in Helver- 
ing v. Southwest Consolidated Corporation.” 


The “continuity of interest” test, as finally 
developed by the courts, might be described 
generally as a requirement that, in addition 
to fulfillment of the express terms of the 
statute, those persons who were the owners 
of the enterprise prior to the reorganization 
must retain a substantial continuing interest 
of a proprietary character in the affairs of 
the transferee. This requirement lost much 
of its importance as a result of the changes 
made in the reorganization provision by the 
Revenue Act of 1934 and, in recent years, 
has not been discussed by the courts to any 
great extent. It is, however, very much in 
effect at the present time and, since the provi- 
sion now contained in Section 112(g)(1)(D) 
was not affected by the 1934 act, it must be 
satisfied in any reorganization under this 
subsection. 


There are only a few cases wherein the 
courts have been faced with the problem of 
deciding whether or not a reorganization is 
effected under Section 112(g)(1)(D) when 
holders of a minority of the stock of the 
transferor have control of the transferee. 
In one of them, Case v. Commissioner® a 
corporation transferred 85/188 of its assets 
to a new corporation in exchange for all its 
stock. Then the taxpayer, a stockholder 
holding 85/188 of the shares of the trans- 
feror, exchanged his shares for all the stock 
in the transferee. The taxpayer contended 
that a reorganization had been effected 


83 ustc ¥ 1023, 287 U. S. 462 (1933). 

® 36-1 ustc J 9015, 296 U. S. 378 (1935). 
10 40-1 ustc {| 9150, 308 U. S. 415 (1940). 
11 42-1 ustc { 9245, 315 U. S. 179 (1942). 
12 42-1 ustc {| 9248, 315 U. S. 194 (1942). 
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under the provisions now contained in Sec- 
tion 112(g)(1)(D). The court, without any 
discussion of the continuity-of-interest re- 
quirement, ruled that this was not a reor- 
ganization, because all the stock of the 
transferee was held, not by the stockholders 
of the transferor, but individually by the 
taxpayer, who no longer had any interest in 
the transferor. 


In Morgan v. Helvering™ the taxpayer 
owned twenty-five per cent of the shares of 
a corporation which had been engaged in 
two types of business, one of which was 
exporting grain. The remainder of the 
shares had been owned by an individual 
who had died recently and whose executors 
did not want his estate kept in the grain 
business. In accordance with a plan, several 
intermediate transfers of stock between vari- 
ous corporations were made, the final result 
of which was that the taxpayer received all 
the stock of a new corporation which pos- 
sessed the grain assets in exchange for all 
his stock in the original corporation. The 
court ruled, citing Case v. Commissioner, that 
this was not a reorganization because the 
stock of the new corporation was held by 
the taxpayer and he no longer held stock 
in the transferor. 


While the result of these two decisions 
appears to be correct, the reason given for 
the holdings seems to be wrong. If there 
cannot be a reorganization under Section 
112(g)(1)(D) unless the persons who con- 
trol the transferee retain an interest in the 
transferor, the way is open for the complete 
avoidance of that section by leaving the 
transferor corporation in existence and its 
stock in the hands of a single stockholder. 
Also, if the fact that the taxpayers in these 
cases retained no stock in the transferor 
corporations is all that kept the transactions 
from being nontaxable reorganizations, the 
way is open for a corporation to be split 
into several parts through a series of such 
nontaxable reorganizations, each part of 
which would be owned by an individual 
stockholder holding no interest in any other 
part except the original corporation. Such 
results are contrary to the basic purpose of 
the reorganization provisions and. could not 
have been intended by Congress. 


Civic Center Finance Company Case 


It is thought that the courts in these two 
cases should have based their decisions on 

13 39-1 ustc { 9481, 103 F. (2d) 283 (CCA-9, 
1939). 


4441-1 ustc 79235, 117 F. (2d) 334 (CCA-2, 
1941). 
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the fact that the persons controlling the 
transferee corporations held only a minority 
of the shares of the transferors prior to the 
transfers. The court did base its decision on 
this ground in Civic Center Finance Company 
v. Kuhl.* There, individuals who held about 
forty per cent of the shares of the trans- 
feror corporation held all the stock in the 
transferee. In a well-considered opinion the 
court reviewed the growth of the continuity- 
of-interest requirement and found that the 
required continuity was lacking because only 
forty per cent of the stockholders of the 
transferor held stock in the transferee. 


These few decisions seem to be the only 
ones in which the courts have been forced 
to decide whether or not a transfer of part 
of the assets of a corporation to another 
can be a nontaxable reorganization under 
Section 112(g)(1)(D) when the transferee is 
controlled by persons who hold less than a 
majority of the shares of the transferor. 
While the basis for the holdings in two of 
them appears to have been erroneous, it 
was held in all three that the reorganization 
should be taxed. 


In the above consideration of the general 
purpose of the reorganization provisions, 
the conclusion was reached that all or sub- 
stantially all the stockholders of the trans- 
feror need not have an interest in the 
transferee for the reason that such a re- 
quirement would effectively prevent any 
nontaxable reorganization where there are 
more than a few shareholders. This conclu- 
sion is supported by. many decisions of the 
courts.” 

The remaining question, and that pre- 
sented in the Reilly Oil Company case, is 
whether the necessary continuity of interest 
is present when control of the transferee is 
in persons who hold more than a minority; 
but less than substantially all, of the shares 
of the transferor. The court simply have 
not come to grips with this question. 

In Miller v. Commissioner,“ the holders of 
426 of 800 shares of the transferor held 
stock in the transferee, the remainder of 
the shareholders having been bought out for 
cash. Without discussion of the continuity 
requirement, the court found a nontaxable 
reorganization, stating: 

“We attach no importance to the fact that 
some of the stockholders in the transfering 
corporation acquired no interest in the 
transferee.” * 


% 49-1 ustc { 9319, 83 F. Supp. 251 (DC Wis., 
1948). 

16 United Gas Improvement Company v. Com- 
missioner, 44-1 ustc { 9262, 142 F. (2d) 216 
(CCA-3, 1944); Henry Hudson, CCH Dec. 10,719, 
39 BTA 1075 (1939). 


In Seiberling Rubber Company, supra, the 
taxpayer which owned 3,772 of 5,000 shares 
of the transferor, held all the stock in the 
transferee. The court found a reorganiza- 
tion, and again stated that it was unimpor- 
tant that the other stockholders held no 
interest in the transferee. 


In Toklan Royalty Corporation v. Jones,’ 
holders of seventy-five per cent of the shares 
of the transferor owned all the stock in the 
transferee. In the opinion, the court did not 
discuss the principles involved, but merely 
stated the facts of the case and its conclu- 
sion that there had been a reorganization 
under Section 112(g)(1)(D). This decision 
was the only authority cited on this point by 
the Tax Court in the Reilly Oil Company case. 


Consistent Holdings 


While the court did not consider fully 
the problem in any of the above cases, the 
holding in each was that a nontaxable re- 
organization had occurred, even though the 
holders of a substantial part of the shares of 
the transferor had no interest in the trans- 
feree. We saw in another group of cases 
that the courts consistently have held that 
a reorganization does not exist where holders 
of a majority of the shares of the transferor 
have no interest in the transferee. The only 
conclusion which is consistent with the de- 
cisions in both groups is that the dividing 
line should be placed at just above fifty per 
cent—that is, that a nontaxable reorganiza- 
tion under Section 112(g)(1)(D) can exist 
when the holders of a simple majority of 
the shares of the transferor have an interest 
in the transferee, but that a simple majority 
is all that is required. 


It must be admitted, in summary, that no 
court has ever proposed that the line of 
demarcation should be placed at fifty-plus 
per cent. However, such a ruling seems to 
be the only one which is consistent with 
both the general purpose of the reorganiza- 
tion provisions and all the decisions of the 
courts. 


This question is particularly troublesome 
to taxpayers because it is not possible at 
the present time to predict with assurance 
the eventual status of any reorganization 
wherein it arises. There is no assurance that 
in the future the Commissioner will take the 
same position he did in the Reilly Oil Com- 

(Continued on page 492) 

17 36-2 ustc { 9324, 84 F. (2d) 415 (CCA-6, 

1936). 


18 Ibid., at p. 418. 
1 See footnote 4, supra. 
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A DISSENT 
FROM 
STEINEL 


PERIODIC ALIMONY PAYMENTS 


By HAROLD A. KUHN 
CPA 
San Francisco 





os QUESTION IS: Under what 
conditions are periodic alimony payments 
deductible as periodic payments? 


The cases which bear on this matter are 
free of dissents and appeals, and are: J. B. 
Stemel, CCH Dec. 16,287, 10 TC 409, 
March 9, 1948; Roland K. Young, CCH 
Dec. 16,363, 10 TC 724, April 30, 1948 (acq., 
CB 1948-16); John H. Lee, CCH Dec. 16,386, 
16 TC 834, May 17, 1948 (acq., CB 1948-16) ; 
Frank P. Orsatti Estate, CCH Dec. 16,793, 
12 TC 188, February 10, 1949; and Frank R. 
Casey, CCH Dec. 16,806, 12 TC 224, Febru- 
ary 21, 1949. 


I will ignore Orsatti and Casey except 
for this brief mention. They indicate that, 
regardless of the later decisions (Young 
and Lee), the Tax Court nevertheless has 
not changed its opinion given in the Steinel 
case, which will be considered last. 

In Young, the alimony was for fifty 
months, at $1,000 per month, except that if 
the taxpayer’s (husband’s) income was less 
than $50,000 per year, the monthly payment 
was to be proportionately reduced, and the 
obligation would terminate on the death 
of either party. At the time of the divorce 
he was not working and his future income 
was not fixed. The actual income was less 
than $50,000 per year, and over the entire 
period he paid $35,872.28; but he was re- 
imbursed from a trust fund which had 
been established as part of the deal, so that 
his net cost was $27,050.04. He contended 
that there was no fixed sum in any sense 
other than a maximum limit on the pay- 
ments, and the court held for him, dis- 
tinguishing Steinel, but not analyzing the 
distinction. 

In Lee, the taxpayer (husband) was re- 
quired to pay $46.15 per week for five 
years, and to make up the difference between 
that and the formula amount at the end of 
each year. After defining net income for 


Periodic Alimony Payments 


the purpose, the obligation to the ex-wife 
was 33%4 per cent of the first $12,000 and 
twenty-five per cent of any excess. Tax- 
payer was employed at a salary of $12,000 
plus six per cent bonus ; his employer was doing 
war production profitably ; he owned one third 
of the stock of the employer; altogether the 
stock was owned mostly by his family. In hold- 
ing for the taxpayer, Judge Murdock made 
reference to the case of Young, but not to 
Steinel, and used language as follows: 


“The only difference between the parties 
is that .. [taxpayer] contends the pay- 
ments .. . were ‘periodic payments,’.... 
The problem is difficult and little help has 
been found. 


“The Commissioner argues that there must 
be uncertainty as to the total amount to 
be paid and indefiniteness as to the length 
of the period and, conversely, the 
two requisites of ‘installment payments’ 
are certainty as to the amount and definite- 
ness as to the period. Those “requisites’ are not 
found in the statute, the regulations, or 
the legislative history. He also 
argues that a lump or principal sum is 
specified wherever the total amount to be 
paid under the decree can be calcu- 
lated by a formula. That argument would 
carry him too far. If a husband were 
required to pay $200 per month for life 
the total amount could be calculated by .. . 
mortality tables, yet such payments would 
clearly be periodic and not installment pay- 
ments. The total payments to be made in 
the present case could not be as satisfactorily 
calculated in advance because there was no 
means of determining what the ‘net income’ 

. . might be. The Commissioner argues, 
however, that a lump sum is specified in 
this case because at the end of five years 
the exact amount to be paid will be known. 
That argument also carries too far, because 
eventually all uncertainties in every case 
will be resolved by the passing of time. 
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in this case it was impossible 
to know in advance how much the peti- 
tioner would have to pay his wife. She 
was not content to receive a lump sum, but 


wanted to share in his earnings.” 


We can conclude that the Tax Court has 
established the proposition that an uncer- 
tain amount does not become certain be- 
cause of specifying a minimum or a maximum. 


Steinel Case 


In Steinel, the taxpayer was required to 
pay $100 per month until a total of $9,500 
was paid or until the wife remarried, which- 
ever was first (a property stipulation had 
been prepared in expectation of the divorce 
proceedings, which provided for cancellation 
on either remarriage or death; but the court’s 
decision, which notes this fact, does not 
indicate any special consideration of the 
distinction between the property stipulation 
and the decree). The husband claimed the 
deduction. In the decision, there is no 
mention of evidence relating to mortality 
rates, remarriage rates of divorcees, etc. 
The conclusions of Judge Kern were: 


“The narrow and apparently novel ques- 

tion is whether the amounts paid 

are ‘installment payments discharging 

a part of an obligation the principal sum 

of which is, in terms of money or property, 
specified in the decree’ 


“He contends that he had only a con- 
ditional month-to-month obligation to pay 
provided that she was living and not 
remarried [and] that the sum of 
$9,500 was merely a maximum limitation... . 


“We have no difficulty in concluding 
that there was a ‘principal sum 
specified in the decree.’ There is only a 
formal difference between a decree specifying 

. $9,500 in monthly installments of $100, 
and a decree specifying the payment of $100 
per month until the sum of $9,500 is paid. 


or 


[The most serious question . . is 
whether there was here such an obligation 
to pay a principal sum as the statute con- 
templates. Petitioner contends with vigor 
and considerable plausibility that the term 
‘obligation’ as used in the statute must be 
a definite and unconditional obligation in 
a specific sum of money and that petitioner’s 
obligation was indefinite, uncertain, 
and so conditional that it can not be con- 
sidered as an obligation within the mean- 
ing of section 22(k). Petitioner points out 
that if [she] remarried at any time 








prior to his payment .. 
any obligation on his part would 
cease to exist, and also points to certain 
decisions of the Iowa courts to the effect 
that decrees in divorce actions similar to 
the . . . instant case are not ‘lump sum 
judgments’ owned absolutely and in their 
entirety by the spouse obtaining the divorce, 
but are subject to change by the court, are 
contingent upon the life of the spouse... 
and are not subject to garnishment 


“We are not persuaded [by this]. 
There is nothing in the statute itself or 
in its legislative history to indicate 
that Congress intended the word ‘obligation’ 
to mean only an absolute and unconditional 
obligation. The subject matter of 
the legislation was an obligation because 
of marital relationship imposed ... ina 
principal sum. . . . The apparent probability 
must have presented itself to Congress that 
the . . . courts of different states 
would differ as to the degree of absoluteness 
and lack of contingency. Yet Congress... 
intended it to be applied uniformly, regard- 
less of variances in local law. We are of 
the opinion that the word ‘obligation’ is 
used in its general sense and includes 
obligations subject to contingencies where 
those contingencies have not arisen and 
have not avoided the obligation during the 
taxable years.” (Italics supplied.) 


totalling $9,500, 


In my opinion, the Steinel rule is offensive 
to common sense. In the Lee case, Judge 
Murdock noted the Commisstoner’s arguments 
that (1) there must be indefiniteness as to 
the length of the period, and that the re- 
quisites were certainty as to amount and 
definiteness as to period; (2) that a lump 
sum is specified because at the end of the 
period the exact amount will be known! 
Judge Murdock answered this, and it appears 
to me that his reasoning could be trans- 
planted intact to the Steinel case, to sup- 
port a decision for the taxpayer. I predict 
that the Steinel rule will be whittled away 
in one form or another, because on its 
merits it cannot endure. I even hazard 
the guess that Steinel could have been de- 
cided differently under circumstances de- 
scribed below. In my opinion, we need a 
more straightforward answer to the ques- 
tion, “What is a contingency ?”—and I con- 
fess I cannot see any “definiteness as to 
period” (to quote the Commissioner) where 
the wife must survive unmarried. 


I do not want to digress, nor to labor 
the subject of contingencies, but to me it 
is obvious that the Commissioner would 
sing quite a different tune for estate-tax 
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purposes. Suppose by will Steinel should 
leave $9,500 for charitable uses, to be paid 
to the charity at the rate of $100 per 
month as long as his wife survived un- 
married, and his estate should seek a deduc- 
tion under Section 812(d) of the Code. 
Contingent means dependent upon, uncertain, 
liable to change, conditional, not unlikely, sub- 
ject to the unexpected or accidental, etc. 


I submit that Congress did not mean 
that “discharging part of an obligation the 
principal sum of which, etc.” necessarily 
must be confused with “a legal obligation 
which because of the marital relationship, 
etc.” and I do not think it would be 
difficult to maintain the meaning of the 
section without the unfortunate repetition 
of that word. 


Let us get to the meat of the coconut: 
Suppose your client has asked you to sug- 
gest a means of avoiding the Steinel rule, 
although his conditions are the same, i.e., 
$100 per month to his ex-wife while she is 
alive and unremarried, up to ninety-five 
months. You will be trying to describe 
an arrangement which will work out with 
relative certainty, in terms of contingencies 
and uncertainties. You will automatically 
provide for death and remarriage because, 
even if not enough by themselves, they 
introduce some uncertainty. You will con- 
sult the optional tax table in Section 400 
and observe a tax on the wife’s $1,200, of 
$82 per year (say $7 per $100). The wife 
ought to be happy with $93 fixed income 
plus an agreement that the husband will 
pay her taxes, so you provide that he will 
pay her federal, state and local income 
taxes. The latter are not presently im- 
posed, and you are not willing to forecast 
the probability of imposition by cities, coun- 
ties, etc., nor their definitions of income, 
deductions, exemptions, rates, etc., and you 
do not know what other income and deduc- 
tions the wife may have in the future, 
through employment or other source. Pru- 
dence suggests that some limit be placed 
on the payment of the tax; she might win 
the big prize on a radio giveaway! In year 
1, the wife has twelve incomes of $93, plus 
whatever the husband pays on her declara- 
tion of estimated tax, which amount is 
certainly income to her, as is any amount 
which he must give her for substantial 
underestimate. If he paid $33.99 on her 
declaration, her tax for the year would be 
$70, and he would have to give her for 
taxes in year 2 the remaining $36.01; but, 
had he paid one cent more in year 1, the 
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tax would have been $4 more on the table. 
Her tax reimbursement in year 2 of $36.01, 
plus a declaration in full for that year of 
$85, brings her income to $1,237.01, and 
thus the tax could pyramid or fluctuate 
even without rate changes (an unlikely 
prospect). Another contingency which sug- 
gests itself is the possible request by the 
wife’s attorney of part of the tax saving 
for her; after all, she is asked to cooperate 
in a plan to change $100 to $93 plus $7. 
Very well; you should divert some per- 
centage of the husband’s saving as a bonus 
for the wife, which will be an additional 
factor in the deduction-income gaine, on a 
pyramiding basis. It has now become next to 
impossible to compute a fixed principal obliga- 
tion at the beginning of the period; (algebraic 
formulae are not lightly to be imputed, etc.: 
Edwards v. Slocum, 1 ustc { 90). 


Do I hear you call this collusion? Before 
you do, reread the dissent in Commissioner 
v. Newman, 47-1 ustc 99175, 159 F. (2d) 
848. A husband and wife are about to 
agree on payments for nine years and eleven 
months; you advise that two more months 
will save taxes for both. ‘That is collusion 
too, but it bears Congress’ approval. 


Conclusions 


I have said that we can conclude that 
the Tax Court will not consider uncertainty 
to be certainty because of a minimum or a 
maximum. It is but a short step to the pro- 
position that both a minimum and a maximum 
are permitted; it requires little imagination to 
visualize real business reasons for such a 
situation to have occurred with or without 
consideration of any tax consequences. From 
a perceptible separation of the minimum 
and the maximum, the next logical exten- 
sion is a gradual closing, approaching an 
imperceptible separation; where does one 
draw the line between perceptible and im- 
perceptible? 


If Steinel had not been decided until after 
Young and Lee; and until after a case with 
both a minimum and a maximum; and 
until after a case in which the wife had 
remarried or subsequently died, or both, 
before the trial of the tax matter; or until 
after some other cases with circumstances 
which suggest themselves; and if Judge 
Murdock had written the Steinel decision, 
I think it would have been difficult indeed 
for a court to have taken Steinel’s facts 
just as they were and to have called his 
obligation a principal sum. [The End] 
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ACCOUNTING THEORY 


AND TAXABIIN‘ 


By 





I. T. 3910 


HE GENERAL RULE for the deter- 
mination of income, as contained in the 
Internal Revenue Code,’ is: “The net in- 
come shall be computed upon the basis of 
the taxpayer’s annual accounting period 
in accordance with the method of 
accounting regularly employed in keeping 
the books of such taxpayer; but if no such 
method of accounting has been so employed, 
or if the method employed does not clearly 
reflect the income, the computation shall be 
in accordance with such method as in the 
opinion of the Commissioner does clearly 
reflect income . . . .” The pertinent word- 
age of this section of the Code clearly indi- 
cates that Congress and the Bureau of 
Internal Revenue in tax legislation and in- 
terpretation recognize the part played by 
accounting methods in determining net in- 
come. This is true whether the determina- 
tion is to be made by the taxpayer or by 
the Commissioner. 


The purpose of this article is to examiné 
some of the legislation and regulations re- 
lating to the determination of income in the 
light of what have been generally accepted 
as sound accounting practices, rather than to 
criticize Congressional legislation or Bureau 
of Internal Revenue interpretations thereof 
and, further, to call attention to some of the 
confusion caused by the apparent departure 
from these practices.’ 


Gifts of Property Other Than Cash 


Perhaps one of the best examples of this 
confusion is found in the legislation, court 


1 Code Section 41. 

2 For discussions of legal aspects of these rul- 
ings not dealt with here, see ‘‘Gratuitous Dis- 
position of Property as Realization of Income,’’ 
62 Harvard Law Review 1181 (1949) and Miller, 


I. T. 3932 


1. T. 3918 


decisions and Treasury decisions relative 
to the gift of property other than cash. Rel- 
ative to gifts, the Bureau of Internal Rev- 
enue Regulations state: “If the contribution 
or gift is other than money, the basis for 
calculation of the amount thereof shall be 
the fair market value of the property at the 
time of the contribution or gift.’* This 
regulation in itself is a departure from sound 
accounting principles, and there are appar- 
ent only two reasons for such departure, 
neither of which is believed to be sound. 
The first is that such a regulation provides 
a tax advantage to the individual making 
contributions to charitable oranizations and 
thereby, through giving him an added im- 
petus to make such contributions, benefits 
charitable organizations and society as a 
whole. The second is that if the property 
given has had an increment in value the tax- 
payer has had an economic gain and has 
reduced his net worth by the amount which 
he might have realized from the sale of said 
property and has, therefore, made a gift of 
the amount which he might have realized 
from such sale. 


Regardless of the reason for the regula- 
tion and regardless of the fact that neither 
reason has a sound basis from either a tax 
or an accounting standpoint, taxpayers gen- 
erally have been loath to suggest to either 
the Congress or the Commissioner of In- 
ternal Revenue that this gratuitous gesture 
be withdrawn. 


The confusion caused by the above-cited 
departure from sound accounting principles 


“Gifts of Income and of Property: What the 
Horst Case Decides,’’ 5 Tax Law Review 1 
(1949). 

3 Regulations 111, Section 29.23(o0)-1. 
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has been increased by a recent Supreme 
Court case and, particularly, by two some- 
what related Internal Revenue Bureau rul- 
ings. The Supreme Court case referred to 
is the Horst case,* in which an individual 
made a gift to his son of certain bond 
coupons, the individual maintaining that the 
income when received was income to the 
donee-recipient rather than to the donor. 
The Court held in effect that since the 
father had not relinquished ownership of 
the securities the income actually was his 


rather than his son’s. The holding in this~ 


case, with which few accountants would 
disagree, is no new idea, the theory having 
been stated by the Bureau in 1919 when 
O. D. 120° was issued, which office decision 
dealt with a parallel case. However, when 
the full opinion of the Court in the Horst 
case is examined, a relatively new theory, 
that of “economic satisfaction” therein con- 
tained, is noted. 


I. T.’s 3910 and 3932 


This case is inconsequential in the over- 
all tax picture, but two Bureau Rulings, 
I. T. 3910° and I. T. 3932," based on the 
reasoning in that case, do cause great con- 
cern when reviewed in the light of good 
accounting theory. These Bureau rulings 
follow the regulations in regard to the basis 
of a gift, but would seem to go beyond the 
regulations in other respects. They state 
briefly that in the case of a farmer, referred 
to in I. T. 3910, who makes a gift to a 
charitable organization of an accounting- 

4 Helvering v. Horst, 40-2 ustc | 9787, 311 U. S. 
112 (1940). 

50. D. 120, 1 CB 84 (1919). 
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wise zero-basis asset, he must show income 
to the extent of the fair market value of 
the property at the time of the gift, and in 
the case referred to in I. T. 3932, in which 
a farmer makes a gift to his son of a zero- 
basis asset, he likewise must recognize in- 
come to the extent of the fair market value 
of the asset at the date of the gift. Since 
these Treasury decisions both refer to the 
Horst case, we must assume that the income 
resulted not from realization on conversion 
of the asset but rather from “economic 
satisfaction” realized. 


This appears to be a case of attempting 
to right one wrong by creating another, 
which is at best an undesirable practice. 
From a standpoint of actual tax liabiltiy, 
were it not for the statutory limitation 
relative to contributions, the correct tax 
consequence in the case of a charitable con- 
tribution has been reached. Under I. T. 
3910, the taxpayer reports income and then 
takes a tax deduction in the same amount; 
consequently, he has, in effect, arrived at 
no taxable income and no contribution de- 
duction and, were it not more the method 
used, the accountant would not disagree 
with the result obtained. 


Realm of ‘‘Economic Satisfaction” 


However, in the case of a gift to an 
individual, it seems that the Bureau has 
wandered into the nebulous realm of “eco- 
nomic satisfaction.” A perusal of I. T. 3932 
reveals that the farmer owned the asset 
(cows) which he gave away. He had de- 
ducted the cost of raising them and, there- 
fore, had no tax basis. Had he sold the 
cows he would have realized not only an 
economic gain but also an accounting gain; 
however, he did not sell the cows and no 
sound basis has been discovered for com- 
puting income on what might have been. 
The Bureau in its decision, though, says 
that he must pay a tax on the value of his 
“economic satisfaction,” trying thereby to 
correct the Regulations’ concept (erroneous 
from an accounting standpoint) which al- 
lows a taxpayer to give away an asset at 
a value greater than his cost. The method 
of treating a gift or contribution for in- 
‘come tax purposes should follow sound ac- 
counting theory, and the writer believes 
that sound accounting theory would require 
that the value of the asset given should be 
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treated, in so far as arriving at net income 
is concerned, at the taxpayer’s cost or ad- 
justed basis, both as to the contribution 
deduction and as to the basis of the gift or 
contribution in the taxpayer’s hand. 


It is certainly incongruous that a tax 
law should be so interpreted that it would 
be possible for an individual to divest him- 
self of all his worldly possessions through 
gift and, because of such action, incur in- 
come tax liability. 


The two Treasury decisions referred to 
above affect only farmers, refer only to 
assets having a zero basis and, therefore, 
are of no immediately concern to the aver- 
age urban taxpayer. However, it does not 
seem reasonable or consistent that the 
Bureau, which we must assume is sincere in 
its rulings, could differentiate between the 
recognition of income from the appreciation 
of a zero-basis asset and the recognition 
of income on the appreciation of an asset 
which has a basis other than zero, in the 
hands of the taxpayer. 


I. T. 3918 


In speaking of consistency, it is rather 
difficult, in view of I. T. 3910 and I. T. 3932, 


§ 1948-2 CB 33. 





to reconcile the ruling contained in I. T. 
3918,° which holds that “permission to use 
and occupy property granted to an organ- 
ization described in Section 23 (0) of the 
Internal Revenue Code does not represent 
a payment made to or for the use of the 
organization within the meaning of that 
section, and the owner of the property is 
not entitled to deduct his Federal income 
tax return the value of such use and occu- 
pancy.” It would seem logical that, con- 
sidering the two rulings referred to above, 
the individual in this case should include in 
computing his net income the value of the 
rents which he would have received had he 
rented the property and should be allowed 
a contribution deduction in the same amount, 
subject, of course, to the fifteen per cent 
statutory limitation. This ruling, I. T. 3918, 
does comply with accepted accounting theory 
in contrast with the rulings hereinbefore 
discussed. 


It should be apparent from what has 
been said that it is the writer’s opinion that 
assets, through whatever method disposed 
of, should have a basis of disposition equal 
to the adjusted cost of acquisition and that, 
by following this simple yet sound account- 
ing theory, much of the confusion now 
present would be eliminated. [The End] 








When Is an Operating Company a Charitable Organization? 


| Two cases dealing with the problem of whether an operating company is 

entitled to the exemption extended to religious, charitable, scientific and educa- 
tional institutions were decided on successive days in April by the Courts of 
Appeals for the Fifth and Seventh Circuits. 


7 9260 (CA-7).) 





On April 6 it was decided in the Seventh Circuit that a company whose 
stock had been donated to a trustee and whose income was payable to an exempt 
scientific beneficiary was not exempt as a charitable or scientific organization 
(Code Section 101(6)). The taxpayer was not “organized” for exempt purposes, 
held the court, because the oil company donors had acquired and held the tax- 
payer’s stock for profit prior to the creation of the trust. The Roche’s Beach 
case (38-1 ustc J 9302 (CCA-2)) was distinguished on the ground that therein | 
| the taxpayer had been organized, as well as created, for charitable purposes as | 
required by the statute. (Universal Oil Products Company v. Campbell, 50-1 ustc 





On April 7 in the Fifth Circuit, a tax-exempt status was recognized for an 
oil company, the income of which could be distributed only to charitable bene- 
ficiaries, even though the business had been established as a profit-making enter- 
prise. The case may be disinguishable from the Universal Oil Products case on 
the ground that the taxpayer here was reorganized and its charter amended at 
the time that its stock was donated to the trust for charitable purposes. (Willingham 
et al. v. Home Oil Mill et al., 50-1 ustc § 9268 (CA-5).) 
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TMHE OPPORTUNITY to observe a 

fiscal revolution and its aftermath does 
not often present itself even in this day of 
rapid change. During the period 1930 to 
1941, Indiana was the scene of a fast-mov- 
ing drama in which the people of the state, 
having become convinced of the emergent 
character of the tax problem that plagued 
them, accepted a reorganized tax system 
that differed radically from its traditional 
form.’ No longer was the Indiana fisc 
bound in abject dependence to the general 
property tax. The gross-income tax gave 
to the Indiana state government the means 
and authority to exploit, through sharing in 
all varieties of their gross receipts, all busi- 
ness firms and all persons, resident and non- 
resident, doing business or obtaining income 
within Indiana. From an agency often in 
undignified, and not always successful, com- 
petition with county and local government 
units, for a minor share of total tax reve- 
nues, the state became at a stroke the fiscal 
benefactor of all such units within its bor- 
ders; a source of indispensable financial 
nourishment to all but the cities and coun- 
ties of exceptionally high income, which in 
turn and by the same measure became, as 
it were, heavy contributors to the state 
treasury. 


McNutt Tax Program in 1935 


The gross-income tax was enacted in 1933 
as a part of the sweeping governmental re- 
organization program of Governor Paul V. 
McNutt. Having stood solidly for the tax 
throughout its laborious legislative history 
in a far-from-universally-friendly general 
assembly, the McNutt administration was 
in no mood to tolerate amendatory propos- 
als until the latter had been thoroughly 
examined. One is tempted to conclude that 
the administration scarcely permitted itself 
to originate such suggestions for fear of 
giving encouragement by example to ene- 
mies of the act. That this seems to have 
been the spirit throughout Indiana is indi- 
cated by the commonly heard statement 
that, “If any amendments are made in the 
gross income tax law . . . they will first 
have to be approved by the small group of 
individuals who control the state govern- 
ment.” * Amendments then suggested, among 
which was found the substance of the tax 
program of the administration, were: (1) 
reduction of the tax rate on retail sales 
(from one to .75 per cent); (2) increase 
and graduation of the tax rate on taxable 
personal incomes (from one per cent on the 
second thousand dollars of such income to 





1See Franklin P. Hall, ‘‘The Inception of the 
Indiana Gross Income Tax,’’ National Tax 
Association Bulletin, October, 1947, pp. 17-24, 
for the immediate background of the gross- 
income tax and a treatment of the fiscal emer- 
gency in Indiana; also, by the same author, 
‘Indiana Taxation Prior to the Reform of 
1919,’’ National Tax Association Bulletin, May, 


Indiana Gross-Income Tax 


1945, pp. 228-238 for a more adequate historical 
survey. 

2Harry D. Weller, ‘‘The Indiana Gross In- 
come, Excise and Intangibles Tax Laws of 
1933,’ Master of Arts Thesis, Department of 
Economics and Sociology, Indiana University, 
Bloomington, May, 1935, p. 57, quoting the view- 
point of the organized merchants of Indiana. 
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Changing Importance of Sources of Indiana State and Local Revenues, 
1932-1936, Stated as a Per Cent of Total State and Local Revenues 


100 


1933- 1934 - 
1934 1935 


Fiscal Years 


Source: Calculated from data in The Report of the Indiana Tax Study Commission, 1939, 
table on state and local revenues, p. 65. 
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three per cent on all such income in excess 
of $20,000); the rate schedule of the act 
then, it was claimed, corresponding to 
“ability to pay”; (3) collection of the tax 
at the source of income of all employees 
who were liable under the act; (4) removal 
of the discrimination against state banks, 
either by exempting the latter from taxation 
or by extending the tax to the national 
banks of Indiana (taxation of national banks 
was considered to be illegal by the attorney 
general); * (5) taxation of income from real 
estate sales on the basis of gross earnings 
or profits, instead of gross receipts; and 
(6) administration of the act by a commis- 
sion rather than by a single executive.* 


Proposals (5) and (6) above did not find 
favor with the administration, which also 
disliked the suggestion of the organized 
merchants of Indiana that the act be re- 
pealed and replaced by a two per cent retail 
sales tax, shifting of which to the buyer by 
the seller was to be mandatory by statute.° 


In his message to the General Assembly 
of 1933, Governor McNutt stated that the 
general property tax had been reduced 
thirty-four per cent by the gross-income and 
other new revenues now available to the 
state.© Furthermore, the tax base had been 
“broadened” so that the burden of taxation 
was more equitably distributed than before, 
while the cost of government had been re- 
duced. Distribution of state-collected reve- 
nues to local governments had amounted to 
$21.7 million. This was $11.8 million more 
than had ever before been distributed in a 
like period of time. 


Several bills relating to the gross-income 
tax appeared during the session, but none 
was enacted or received serious attention. 
One provided for general amendment of the 
act." Modifications in the rates of the tax 
were provided for in two.* Another pair 
provided for the repeal of the gross-income 
tax act.2. Two more provided for retail sales 
taxation.” Pursuant to the plans of the 


farmer and merchant groups, a bill propos- 
ing to increase the rates of the intangibles 

tax and another to abolish the state general 

property levy made their appearance.” It 

was apparently not the intention of the ad- 

ministration to allow any tampering with 

the gross-income tax. This was further evi- 

denced by the defeat of a proposal to exempt 

gasoline filling stations from gross-income 
taxation.” The bank tax law of 1933 was 

modified by an enactment of this general 

assembly.“ Otherwise, the tax legislation 

passed telated principally to the property 

tax and was not radical in its effects.™ 


Post-Session Reaction 
to Tax Program 


The Gross Income Tax Division reported 
improved business conditions and better col- 
lection of delinquent taxes during 1935.* 
There was “better public understanding of 
the law,” accounting for increased collec- 
tions of current taxes. Increased activity 
in the field and audit sections of the Division 
resulted in better collection of delinquent 
taxes. The state supreme court had upheld 
the constitutionality of the act.% The ques- 
tion of taxation of interstate commerce was 
pending, however.” 


As evidence of the growing popularity of 
the gross-income tax, the 1935 Division Re- 
port cited the fourteen-to-five vote of ap- 
proval given the tax by the “Committee of 
Twenty-Two” mentioned above.” It was 
stated that this group was called by the 
Governor as a.representative body “to study 
the operation of the gross income tax law 
and made recommendations on tax legis- 
lation for the legislature.” However, the 
report added that tax measures, including 
the suggested changes in the gross-income 
tax, did not come before the 1935 General 
Assembly. 





8 Opinions of the Attorney General of Indiana, 
1933, p. 301. 

4 Weller, op. cit., p. 89, et seq. 

5 Indiana State Chamber of Commerce, Legis- 
lative Bulletin Number 11 (Indianapolis, Janu- 
ary 25, 1935); also Indianapolis Star, February 
2. 1935 (cited from Weller, op. cit.). 

® Message of January 10, 1935, Weller, op. cit., 
p. 18, et seq. 

7H. B. 443. 

8H. B. 274 and H. B. 283. 

*S. B. 210 and H. B. 423. 

10 H. B. 281 and H. B. 413. 

11H. B. 277 and H. B. 198, respectively. 

127, B. 449. But a Senate Concurrent Resolu- 
tion, asking that Congress permit gross-income 
taxation of interstate commerce, was passed. 
(S. Con. Res. 9; Chapter 348, Laws of 1935.) 
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3H. B. 442; Chapter 298, Laws of 1935, p. 
1459. 

14Chapters 306 and 150, Laws of 1935, pp. 
1488 and 532, respectively, concerned the ‘‘In- 
diana Plan’’ and control of local budgeting. 
Chapter 163, ibid., p. 812, provided for the re- 
assessment of real property. 

148 Division Report, 1935, p. 264. 

16 Miles v. Department of Treasury, 193 N. E. 
855, January 29, 1935; rehearing of the same 
case on November 25, 1935, at 199 N. E. 372. 

uJ, D. Adams Manufacturing Company v. 
Storen, 212 Ind. 343, 7 N. E. (2d) 941. Subse- 
quent citations were: 304 U. S. 307, 58 S. Ct. 
913. 

18 See footnote 15, supra, at p. 265. 
























































‘Indiana and Company” 


As representative of the publicity issued 
for popularizing the gross-income tax and 
one of the stock sources for data on its 
effects, it is worthwhile to mention a bro- 
chure circulated by the Division in 1935.” 
This was made up in the form of a finan- 
cial report of a corporation to its stock- 
holders. In this case the State of Indiana 
reported to its people. In it were given 
the material, relating to the benefits of the 
gross-income tax, that one founde quoted 
everywhere.” State and local property tax 
collections for 1932, amounting to $140 mil- 
lion were shown to be some thirty per cent 
greater than those of 1935. The difference 
was partly made up by $18 million of “re- 
placement tax” (i. e., gross income, alcohol 
excise and intangibles) collections. The lat- 
ter, added to property taxes, gave a total of 
$117 million of total taxes collected in 1935. 
The latter was $23 million less than the 
original $140 million of collections for 1932, 
a decrease of 16.5 per cent, due to the 
“replacement tax” program.™ The bulletin 
stated elsewhere that Indiana’s good finan- 
cial condition was due to: (1) the statutory 
debt limitations, local governments having 
redticed debts from $187 million (in 1932) 
to $150 million (in 1935); (2) the “Indiana 
Plan” of state control of local bond issues; 
and (3) the ability of the improved state 
administrative structure (since 1933) to meet 
the new conditions that obtained in the 
state.” 


Special Legislative Session, 1936 


Very little that was of significance to 
gross-income taxation occurred during 1936. 
Governor McNutt was reported to favor a 
broader scope of the Gross Income Tax 
Act, specifically in the taxation of coopera- 
tive organizations.* The Governor stated 
that such improvement of the act would 
increase tax collections by two million dol- 
lars. This may indicate a tendency to ex- 
tend taxation to further lines of activity not 
originally expected to be covered.” 


The special legislative session of 1936 was 
devoted entirely to the securing of legisla- 
tion enabling Indiana to cooperate in the 
federal social security program. In order 
to discover funds and suggest possible new 
taxes for this purpose, the 1935 General 
Assembly had adopted a resolution that a 
group of legislators be appointed to study 
“the need and adaptability of taxes” and to 
report to the special session of 1936.” The 
report stated that a careful and studious 
survey of the state tax system had been 
made and that the report of the Indiana 
State Committee on Governmental Economy 
had been studied.* Representatives of the 
Farm Bureau, state bankers, manufacturers, 
real estate dealers, retail merchants and 
township trustees were heard, and their 
recommendations on taxation were consid- 
ered. The tax systems of West Virginia, 
Ohio, Michigan and Illinois had been stud- 





12 Gross Income Tax Division, Indiana and 
Company, subtitled The State Financial Report 
for Fiscal 1933-34 (Indianapolis, March, 1934). 


2 Ibid., p. 9. The ‘‘business mindedness’”’ of 

the Division was clearly shown in its Report for 
1937, where the desire was expressed for a low- 
collection cost ratio and large net receipts from 
collection of the gross-income tax. ‘All ex- 
_penses of the Division could be paid from de- 
linquent collections, penalties and interest, and 
a balance of more than $730,000 still would re- 
main to represent a direct ‘profit’ from enforce- 
ment activities and other operations of the 
Division.’”’ (P. 290.) Doubtless this attitude 
made a favorable impression on taxpayers, but 
it might occur to a facetious mind that Gov- 
ernor McNutt had ‘‘farmed out’’ the collection 
of the gross-income tax! 

21 Of course, the inference is that the gross- 
income and other taxes had reduced all taxes 
by the 16.5 per cent. No data on decreased 
costs of government due to smaller budgets and 
to a lower general price level were given. In 
fact, the gross-income tax alone accounted in 
1934-35 for $13.6 million of the $18 million of 
“replacement taxes,’’ the beverage taxes for 
$2.2 million and the intangibles tax for $1.4 
million. These data are from the Report of the 
Indiana Tax Study Commission (1939), table 
at p. 65. 


2 Ibid., p. 12. 


23 Indianapolis News, January 18, 1936. True 
cooperative concerns were exempt under the 
1933 statute, Section 7, subsection (h), which 
excepted the income of nonprofit organizations. 
Cooperatives were not specifically mentioned in 
the act or the regulations, but the index to the 
latter referred to Article 36, ‘‘Exempt Organi- 
zations,’’ wherein exemption depended upon 
“their organization structure and disposition of 
their income,”’ at p. 47. Clarifying this point, 
Section 7 (b) of the act stated ‘‘no part of the 
income of which inures to the benefit of any 
stockholder or other private individual.’’ Jbid., 
p. 76. 

24It may be noteworthy that one of the ‘‘true 
cooperatives’ to which taxation would be ex- 
tended was the Indiana Farm Bureau, spokes- 
man for the farmers of Indiana, from whom 
the administration drew a considerable degree 
of support. 

2S. Con. Res. 16. Five senators and five 
representatives were appointed: 


Senators Representatives 
Thurman A. Gottschalk Frank G. Thompson 
Walter G. Vermillion Fred E. Barrett 
Floyd J. Hemmer Hardin O. Linke 
Charles J. Kalsem Lloyd E. Griffith 
Hubert E. Wickens Joseph A. Andrew 

Clarence A. Jackson, Director of the Gross 
Income Tax Division, was chairman. (Senate 
Journal (1936), p. 40.) 

26 Ibid. 
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Fluctuation of the Over-All Rate of General Property Taxation of Indiana, 
1929-1936, Shown as Per Cent of Change from Prior Year 
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Source: The over-all rate is the proportion of the total (state and local) tax levy to the general 
property assessment. These data are found in Report of the Indiana State Board of Tax Com- 
missioners, 1940, p. 132. The percentages charted above are those to which the over-all rate of a 


given year varied from that of the next prior year. 


ied. Indiana was found to possess a better 
tax system than did any other state studied. 
It was concluded that no new taxes were 
needed for social security financing.” 


Two repeal bills (H. B. 579 and S. B. 
349) aimed at the gross-income tax were 
introduced in the 1936 session. A transac- 


77 Possibly it is not wholly irrelevant that 
Representative Andrew, a member of this com- 
mittee, filed a protest to the report, stating 
that he had taken part in the deliberations of 
the committee but had not been consulted re- 
garding the contents of its report, with which 
he did not agree (House Journal (1936), pp. 
92-95). Just prior to this, Representative Jor- 
dan, a Republican, had submitted to the House 
a resolution requesting a report from this tax- 
survey committee. The resolution failed of 
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tion tax bill and two similar house joint 
resolutions were presented, but received 
small notice.” 


Later in the year, pursuant to a resolution 
of the 1936 General Assembly, another legis- 
lative committee was appointed to make rec- 
ommendations to the 1937 General Assembly 


adoption. (Ibid., p. 87.) Later, the majority in 
the House voted to refuse to ask the tax com- 
mittee to make a report. (Ibid., p. 97.) 

28 Motions to report H. B. 579 and S. B. 349 
from committee were defeated (House Journal 
(1936), p. 63 and Senate Journal (1936), p. 40). 
The transaction tax proposals (H. B. 602 and 
H. J. R. 10 and H. J. R. 18) were evidences of 
interest in the ‘‘Townsend Plan’’ and probably 
more closely related to ‘‘social security’’ than 
to taxation as such. 
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regarding social security finance.” It is 
interesting that this group was required to 
make no recommendation increasing the 
“direct levies on property.” Its report stated 
that $14 million per year would be needed 
for the federal-state social security program.” 
The state’s share of $7 million was divided 
as follows: state—$4.2 million; counties— 
$2.8 million. It was concluded that the $2.8 
million must be raised by means other than 
property taxation. It was recommended 
that the counties should pay enough (twenty 
per cent) of the “costs of administration” 
to retain local control of the program and 
that the funds so raised by the counties 
“should be replaced by the state . . . from 
the general fund moneys derived from the 
gross income tax.” The latter should be 
distributed to the counties on the basis of 
$800 per teaching unit. Existing surpluses 
in the state general and other funds amounted 
to $16 million (general fund—$11 million; 
“rotary funds’—$5 million). The gross- 
income tax was expected to produce $1.5 
million more in 1936 than in 1935 and still 
more in 1937. If new taxes were needed, 
the committee suggested: (1) increase of 
the “intangibles tax” rates (except those ap- 
plied to financial institutions) to fifty cents 
per one hundred dollars of value; (2) a 
liquor-manufacturing tax of five cents -per 
gallon; (3) a tobacco tax at one third of 
the federal tobacco excise rates; and (4) 
“a reasonable tax on amusements.” The 
yield estimated of these measures was: 


Butamminies tae... ......0 2 2060503 $1.0 million 
MONE AO ceed hee Ra claves 0.5 million 
Tobacco tax ..... 3.75 million 
Amusements ....Not reported 


NE bah Por kes Shee $5.25 million 

The remaining recommendations related 
to decreased exemptions from property tax- 
ation, to stronger controls over local debt 
and bond issuance and to increased taxation 
of insurance companies. 








Retail Merchants Report 


Among several Indiana groups that might 
have developed opposition to the gross- 
income tax, the retail merchants became 
outstanding. Having supported a retail 
sales tax measure through the legislative 
session that enacted the gross-income tax, 
this group, organized and articulate, was 
difficult to pacify. By contrast, the farmers, 
organized in the Indiana Farm Bureau Fed- 
eration and the Grange, ceased to oppose 
the act after its conversion into an “income 
tax” and after it was realized to what degree 
the new revenues would “relieve property” 
of its tax burden, In addition, Governor- 
Elect M. Clifford Townsend, a prominent 
Indiana Farm Bureau personality, was com- 
pletely in agreement with the administration 
position on the issue of the gross-income 
tax. The only remaining group representing 
taxpayer sentiment, the Indiana Taxpayers’ 
Association, was evidently too pleased with 
property tax relief to stand with the retail 
merchants on this issue. 


Not convinced that the battle against the 
gross-income tax was lost, the retail mer- 
chants continued their opposition to it. At 
the same time the administration wisely 
appears to have continued to guide and 
direct this opposition in a manner to keep 
it “constructively” occupied and in full sight, 
if not under direct control. At a conference, 
called by the Governor-elect and attended 
by business leaders of the state, the group 
agreed through its findings committee not 
to invalidate the gross-income tax law by 
amendment and to abide by the limitations 
imposed on their findings by Governor-Elect 
Townsend.” Other recommendations were 
that “the schools be maintained and pro- 
tected” and that retailers be given tax relief 
by an increase of their exemption under 
the Gross Income Tax Act from $1,000 to 
at least $2,000. 


The Gross Income Tax Division reported 
for 1936 that collections had amounted to 
$16.5 million for that year, with a collection- 





2S. J. R. 11; Chapter 5, Laws of 1936. This 
group consisted of six senators and six repre- 
sentatives: 


Senators Representatives 
Floyd J. Hemmer, Cc. J. Jordan, 
Chairman Secretary 
Frederick F. Eichhorn J. R. Sigler 


E. Curtis White 
Lawrence E. Carlson 
R. M. Harter Hobart A. Creighton 
William E. Jenner B. F.. Harris, Jr. 


30 Report of the Legislative Committee to Re- 
port to the 80th General Assembly on Taxes 
(Indianapolis, December 12, 1936). 


LeRoy Smith 
W. E. Treadway 


31 Report of the Conference on the Gross In- 
come Tax (Indianapolis, December 10 and 11, 
1936). Here are presented clearly the viewpoints 
of various merchants which will be discussed 
in greater detail at a later point. 

In opening the conference, Governor-Elect 
Townsend presented a brief review of the fiscal 
problem met by the adoption of gross-income 
taxation. The breakdown of the general prop- 
erty tax had placed two problems before the 
state in 1933: (1) the finding of new revenues 
and (2) the reduction of the property-tax bur- 
den. Three new revenue devices were available 
to the general assembly: (1) net income taxa- 
tion, (2) sales taxation and (3) gross-income 
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cost ratio (excluding capital outlays) of 3.18 
per cent.” This was considered very good 
in view of the low average rate of the tax 
(three-fourths per cent) and of the large 
number of taxpayers. The legal defense of 
the gross-income tax act had been main- 
tained successfully. Appeal from the Indiana 
Supreme Court to that of the United States 
of the Miles case, involving the constitution- 
ality of the act, had been dismissed. 


Administrative Revisions of 1937 


The current financial condition of the 
state was summarized by Ex-Governor Mc- 
Nutt in his last message to the general 
assembly.” The state was out of debt, and 
its credit was excellent. There was a sur- 
plus of $17.8 million in the treasury. Taxes 
on tangible property had been materially 
reduced more than a third, while tax bur- 
dens were more equitably distributed.™ 
Local debts were materially reduced. The cost 
of the state government had been reduced 
$22.4 million during the period of. Governor 
McNutt’s incumbency, while $99.6 million 
had been distributed to the local units of 
government. This was $62.5 million more 
than had been so distributed in any similar 
period previously. The Governor warned 
of the “grave danger .. . increasingly ap- 
parent in the desire of local units to shift 
the responsibility for raising revenue while 
retaining control of expenditures.” The real 
tax problem, he said, was the reduction of 
the cost of government. He considered the 
most effective step in this direction to be 


(Footnote 31 continued) 


taxation. The first was rejected because of 
questionable legality. ‘‘We did not consider a 
net income tax at all because the courts and the 
attorneys, generally, told us that a net income 
tax under our constitution would not be 
constitutional.’’ (P. 6.) The sales tax was dis- 
carded because of its regressivity. The gross- 
income tax was therefore adopted. It is, 
according to Townsend, both an income and a 
sales tax—that, is to salaried persons who 
cannot shift the burden, it is an income tax; 
to the businessman it is a sales tax paid ‘‘out of 
the margin on what he sells to the people.’’ 

%2 Division Report, 1936, p. 271. 

33 Delivered January 8, 1937, Senate Journal 
(1937), p. 16, et seq. 

% Taxes levied in 1933 to 1937 were thirty 
per cent less than those of 1929 to 1933. Taxes 
paid were thirty-three per cent less on the 
same comparison. (P. 20.) 

Taxes collected had been reduced. .$180 million 
OW POVGNUES WETC..... 2.226. ccicess 64 million 


Cost of government was reduced... .$116 million 
33 Message to the General Assembly, January 
13, 1937, Senate Journal (1937), p. 96. 
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the reorganization and integration of local 
units of government. 


Nothing was said by the ex-Governor 
about the gross-income tax as such. His 
successor in office, however, more than made 
up for this reticence.” Governor Townsend 
stated that taxes, representing the cost of 
government in serving the people, must be 
distributed among taxpayers according to 
the ability of the latter to pay them. The 
gross-income tax, he went on, is “soundly 
based on that principle.”*® If there were 
“weaknesses and inequalities” in the gross- 
income tax law, now was the time to rem- 
edy them. But “above all, I implore you, 
members of the General Assembly, let’s 
do nothing that will invalidate our gross 
income tax law or would reduce the amount 
of the revenues to a point that would force 
us to adopt a sales tax, a series of nuisance 
taxes, or make necessary additional prop- 
erty tax in Indiana. It was my pledge to 
the people of Indiana, and I shall keep it, 
that I would veto any law that would pro- 
duce a sales tax or any other form of con- 
sumer tax in Indiana. That means that I 
would be forced upon my oath to veto also 
any legislative measure that would seriously 
alter our present tax program.” ™ 


Perhaps in consequence of this plea, the 
gross-income tax legislation created by the 
1937 session was largely administrative in 
character.* No repeal bill so much as ap- 
peared in the session, possibly due to the 
granting to retail merchants of a $3,000 
basic exemption to replace the $1,000 ex- 


36 Tbid., p. 103. 

37 Ibid. 

33 Evidently the administration successfully 
discouraged all efforts at serious alterations of 
the gross-income tax, satisfying the merchants 
with the increase of their exemption. This 
would indicate that most merchant sentiment 
adverse to the tax came from the small re- 
tailers. It was also the small retailer who ap- 
peared to be less able or willing to shift the 
tax. Finally, the increased exemption was 
doubtless administratively advantageous, elim- 
inating a large group of small taxpayers from 
tax liability and consequently of audit, inspec- 
tion and other aspects of enforcement. Regard- 
ing legislation in general, an informant stated 
that he was a member of .a committee which 
visited the Governor in 1937 in the interest of 
securing the passage of the amended property- 
tax rate-limitation bill. Certain bills, he held, 
were marked to receive the ‘‘go sign’’; others 
had been destined to be defeated. ‘‘After we 
talked to the Governor, our bill was given the 
‘go sign’, and it went through. That’s the way 
things have to be done. Someone has said, 
‘It takes four legislative sessions to get the 
average bill passed’.’’ 


451 





emption granted under the 1933 act.” The 
new requirements respecting administrative 
changes were embodied in a senate bill re- 
lating to quarterly returns.“ The only sig- 
nificant new revenue proposal was the net 
income tax.“ The manner of distribution 
of gross-income tax revenues was modified 
so that $500 was disbursed for each “teach- 
ing unit” in the state.” A teaching unit 
was defined as twenty-five high school or 
thirty-five graded school students. 


It was reported by the Gross Income Tax 
Division that the gross-income tax amend- 
ments were only clarifying in character, 
“writing into the law the regulations and 
changes which were found to be advisable 
as a result of four years’ experience in ad- 
ministering the law.” “ These changes were: 


(1) The increase of the exemption of 
total gross income allowed to retail mer- 
chants from $1,000 to $3,000. This would 
assist the “small” merchant. It applied only 
to “selling at retail.” 


(2) The listing of specific types of income 
that were taxable at .25 per cent. 


(3) The basing of the tax rate applicable 
to specified portions of income upon “source 
of income rather than occupation of the 
taxpayer.” This gave strength to the Divi- 
sion regulations which had sought a work- 
able basis for differentiation of incomes in 
applying the rate schedule. 


(4) Total exemptions, or exclusions, un- 
der the act were clarified.“ 


(5) Mentioned in a later report of the 
Division was the provision that income of 
nonresidents of Indiana would be withheld 
by the payer, and the taxable portion re- 
mitted to the Division.” 


%°H. B. 227, Chapter 117, Laws of 1937, p. 
604. Unsuccessful bills providing for structural 
changes in the gross-income tax were: S. B. 
188, reducing the manufacturers’ and whole- 
salers’ exemption to $500; H. B. 186, changing 
the base of the tax from gross income to gross 
profit; H. B. 166, taxing retailers’ gross income 
at one-fourth per cent; and S. B. 119, taxing 
retailers’ gross income at one-half per cent. 
The last went to third reading. 

4° Chapter 5, Laws of 1937, p. 37. Three other 
bills were introduced—H. B. 459: providing for 
taxation of gross income from the playing of 
copyrighted music (the bill reached second 
reading); S. B. 116: unless portions of income 
taxable at different rates are properly segre- 
gated, the highest rate applies; S. B. 87: ex- 
tending the time of filing gross-income tax 
returns of persons living in the flood areas. 
The same purpose (as that of S. B. 87) was 
served by H. J. R. 1, Chapter 308, ibid. 

“aH. B. 292; it did not receive important 
attention. 

“Chapter 294, Laws of 1937, p. 1345, based 
upon S. B. 96 and (probably) H. B. 331. Men- 
tion may be made of the Tax Survey Commis- 





Act and the Courts, 1937-38 


The legality of the Gross Income Tax 
Act was largely confined during 1937 to 
questions involving its imposition upon in- 
terstate commerce, reported the Division. 
The Indiana Supreme Court on May 3 had 
sustained the Division’s contentions that 
gross income: (1) consisting of interest on 
municipal bonds was taxable, (2) from sales 
to consumers was taxable at one per cent 
and (3) from sales of goods in interstate 
and foreign commerce was taxable. On the 
question involved in the third contention, 
the case had been appealed to the United 
States Supreme Court. Pending a decision 
of the latter, taxpayers were allowed to de- 
fer the payment of tax on receipts derived 
from interstate commerce. 


During 1938, further testing of the consti- 
tutionality of the Gross Income Tax Act 
brought the decision of the federal Supreme 
Court (of May 16) that income from inter- 
state commerce might not be taxed. It was 
estimated that nontaxation of such income 
would reduce gross-income tax revenue be- 
tween three and five million dollars.“ Another 
case important to gross-income taxation was 
decided at this time by the Indiana Supreme 
Court. The latter denied the petition of the 
J. P. Michael Company to transfer its de- 
fense from the Indiana Appellate Court to 
the Indiana Supreme Court. The appellate 
court had held that income from sales to 
state institutions was taxable under the gross- 
income tax at one per cent, as was all in- 
come from “sales to the consumer.” The 
court, according to this report, stated that 
all sales to the ultimate consumer were re- 
tail sales, and added that the rate of tax 


sion authorized by this session (H. Con. Res. 
7). It compiled the 1939 Report, op. cit. 

# Division Report, 1937, pp. 290-291; yet the 
increased retailers’ exemption ($1,000 to $3,000) 
was included as an ‘‘administrative’’ change. 

#*They were confined to labor’ unions, 
churches, parochial schools, colleges and mon- 
asteries, public schools and colleges not oper- 
ated for profit. Exemptions allowed to other 
groups and persons were applicable only to (a) 
dues, fees and assessments, not including insur- 
ance premiums; (b) receipts from the sale of 
intangible property; (c) contributions received; 
and (d) tuition, membership and _ initiation 
fees. Not exempt for these groups and persons 
were income from sales or rentals of real and 
personal property, and other receipts. 

To be allowed, any exemption must be 
specified in the act or in the regulations. 

*# Division Report, 1939, p. 82. 

* Division Report, 1938, p. 119. See also the 
Division Bulletin of January 11, 1940, Item 6, 
“Interstate Commerce.”’ 

“ Treasury v. J. P. Michael Company, 11 
N. E. (2d) 512, 105 Ind. App. 255. 
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applicable to income did not depend upon 





the business or occupation in which the 
payer was classified but upon the “activity 
from which each item of his gross income is 
received.” “ 


New Program of Merchants 


In late June and just prior to the meeting 
of the special General Assembly of 1938, 
the Associated Retailers of Indiana held a 
state-wide meeting in Indianapolis. The in- 
crease of the merchants’ exemption, enacted 
by the 1937 legislature, had not quieted anti- 
gross-income-tax sentiment among this group. 
Now, though not suggesting repeal of the 
gross-income tax, the merchants urged that 
the rate of tax on gross receipts from retail 
sales be decreased from one per cent to 
5 per cent. It was subsequently reported 
that the retail merchants contended that the 
gross-income tax had not “spread the tax 
base” and that the general property tax was 
increasing again, while a surplus had accu- 
mulated in state funds.” The unfairness of 
the gross-income tax resulted from its levy 
upon the merchant without regard to his 
profit-or-loss condition and with no consid- 
eration of the relation between the mer- 
chant’s profits and gross receipts. If prices 
were reduced to create large turnover, as 
was the policy of many establishments, the 
tax liability was increased proportionately. 
The latter should be proportional to profit. 
The competitive situation was such that the 
merchant could not shift the tax but must 
pay it out of his profits or go out of action. 
Also, from the administration viewpoint, 
contended the merchants, the rates of the 
gross-income tax were originally made high 
so as to produce adequate revenue. This 
had occurred, and the rates should now be 
reduced. 


General Assembly of 1938 


Governor Townsend’s address to the spe- 
cial session of the general assembly a few 


48 Division Report, 1938, p. 120. This was the 
most important contest of the act since the 
Miles case (J. Harry Miles v. Department of 
Treasury, 199 N. E. 372, 209 Ind. 172), accord- 
ing to the Division. 

4 Indianapolis News, June 29, 1938. 

5° Governor's Message, delivered July 19, 1938, 
Senate Journal (1938), p. 11. 

51S. B. 325, which did not return from com- 
mittee. 

52S. B. 315, which also died in committee. 

°3 Chapter 43, Laws of 1938. 

5% Division Bulletin No. 371, December 27, 
1938. An Indianapolis News article of June 28, 
1938, had stated that employees receiving in- 
come from services, Only part of which were 
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days later gave no attention to the mer- 
chants’ problem.” The Governor stated that 
‘he chief tax problem was that of “equaliz- 
iug taxes among the various sections of the 
state.” This he considered more important 
than the single problem oi general property 
taxation. More concrete, however, were the 
statements that an additional two million 
dollars of state funds must be disbursed to 
the local governments for financing the wel- 
fare program and to provide further relief 
to property where this was “needful.” Some 
(property?) tax rates, he said, were still ex- 
cessive, especially so in the poorer counties. 

Perhaps this statement was an answer to 
the merchants’ emphasis upon the existing 
treasury surplus. In any case, no modifica- 
tion of the gross-income tax was made by 
the general assembly, and only two bills 
relating to gross-income taxation were in- 
troduced. One proposed the increase of the 
retailers’ exemption to $5,000 from the $3,000 
“deduction” enacted in 1937.7 The other 
bill would have reduced the retail rate of 
the tax to .75 per cent from the current one 
per cent.” Distribution of gross-income tax 
revenues to the local governments was in- 
creased by raising the “teacher unit” allow- 
ance from $500, as enacted in 1937, to $700." 


Volume of New Division Business 


Late in 1938, the Gross Income Tax Divi- 
sion announced by means of “information 
bulletins” that 18,000 nonresident taxpayers 
were making returns whose total tax lia- 
bility amounted to $150,000." Some 500,000 
information returns had been mailed to per- 
sons “withholding” tax payments for liable 
taxpayers.” At the end of the year, 900,000 
returns were being mailed out to all gross- 
income taxpayers. Of these, 100,000 were 
being sent to business concerns.” These 
forms would be utilized during January, 
1939, for reporting gross income of 1938. 
In its annual report, the Division stated that 
the increased retailer exemption had reduced 





performed in Indiana, were liable for gross- 
income tax payment upon the portion earned 
in the state. This liability was to be deter- 
mined by the employer, possibly on the basis 
of territory covered (e. g., by salesmen), and 
the tax payment withheld and remitted by the 
employer. This demonstrates an interesting 
combination of the ‘‘poly-state receipts’’ prob- 
lem and the ‘‘withholding’’ (collection at 
source) feature enacted in 1937. 

35 Division Bulletin No. 372, December 28, 
1938. This indicates the extent of collection at 
the source as provided in the gross-income tax 
amendments of 1937. 

56 Division Bulletin No. 375, December 29, 
1938. 
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gross-income tax revenues by $1.2 million.” 
Plans were being made for the annual dis- 
tribution of $20 million of state-collected, 
largely gross-income, funds to the local gov- 
ernments.™ 


Tax Survey of 1938-39 


During 1938 was carried on what was said 
to be the most comprehensive survey of 
Indiana taxation since that of 1916.° In the 
report of this survey, the student of taxation 
will find data concerning Indiana taxation 
that provides the basis for some worth- 
while analysis. It is used extensively in 
this study. Unfortunately, there is in this 
survey very little material concerning the 
redistribution of the tax burden among Indi- 
ana taxpayers, but much concerning the 
beneficial effects of the tax legislation of 
1933, prominently the gross-income tax. So 
much is this true that the document readily 
falls into the category of publicity material 
for the new tax program. Yet it deserves 
a place as the location of excellent, though 
limited, source material. 


The salient conclusions of the report, given 
in pages 194 ff., “Resumé of Explorations,” 
may be mentioned briefly. While the total 
expenditures of Indiana state and local gov- 
ernments in 1936-37 were the same as in 
1928-29, the increase of population caused 
the per capita amount spent to decline from 
$70.93 to $65.90 in this period. While the 
“tax load” had thus not increased, account- 
able income for 1937 was as high as that 
of 1929. The proportion of the “tax load” 
borne by general property had decreased 
from eighty-six per cent (1924) to fifty- 
seven per cent. The “loss” of general prop- 
perty revenues to local governments had, 
_ been “made up, at least in part, by grants 
from the state” of state-collected funds. 


5 Division Report, 1938, p. 119. Clarence A. 
Jackson, Administrator of the Gross Income 
Tax Division, was quoted in an Indianapolis 
newspaper, name and date not given, to the 
effect that the increase of the retailer exemp- 
tion, which reduced the tax revenue $2 million, 
or $20 per retail taxpayer, was more than made 
up by taxes paid by some 25,000 new farmer- 
taxpayers’ payments on 1937 income. See also 
Division Bulletin No. 381, January 25, 1939; 
Division Bulletin No. 396, May 18, 1939; and Di- 
vision Report, 1939, p. 81. 

% Also, Indianapolis Star, August 6, 1939. In 
fiscal 1938-39, all but the six most populous 
Indiana counties received more in gross-income 
tax-revenue distributions than they paid in 
gross-income taxes. 

%® This survey was authorized by the 1937 
General Assembly (Chapter 317, H. Con. Res. 
7); the Tax Study Commission was composed 
of James E. McCarthy, Chairman; Marshall 
Williams, Secretary; Clarence A. Jackson; Pro- 


Property-tax collections decreased 23.3 per 
cent between 1931 and 1936. Local bonded 
and special assessment debt had decreased. 
Population groups with heavy investments 
in tangible property, e. g., farmers, railroads, 
“have secured considerable tax relief through 
the lightening of the property tax load.” 
“Certain business groups .. . and certain 
individuals” e. g., retailers, wholesalers, office- 
holders, salaried persons, “are contributing 
more toward the support of government 
now than was the case before 1933.” Con- 
clusions respecting specified business groups 
affected railroads, public utilities, printing 
and publishing, food products, metal prod- 
ucts, mining and quarrying, retailing and 
wholesaling. 

Governor Townsend spoke well of the 
work of the 1938-39 survey group and of 
its report in his address to the General 
Assembly of 1939.” From it the Governor 
drew and presented material now very famil- 
iar—the general property tax burden had 
decreased some thirty per cent between 1928 
and 1937; the farm tax burden of 1937 was 
but twenty per cent of its 1928 size; state 
and local indebtedness had been substan- 
tially reduced. In general, 1939 found state 
finances in good condition. If expenditures 
were not increased, there was no need for 
changes in the tax system. 


Retail Merchants Again 


Despite these comforting pronouncements, 
however, the merchants were eager for amend- 
ment of the gross-income tax. They pre- 
sented a number of bills to effectuate their 
desires.” None, however, were enacted. 


During or shortly after the session it was 
alleged by the merchants that many of the 
numerous bills amending the gross-income 
tax in ways pleasing to the retailers were 


fessor Frank G. Bates, Indiana University; and 
Alex N. Pursley, with Professor Pressly S. 
Sikes, Indiana University, as Service Co-ordina- 
tor. Its findings, entitled The Report of the 
Indiana Tax Study Commission, were published 
January 1, 1939. 

6 Governor’s Message, delivered January 5, 
1939. House Journal (1939), p. 15, et seq. 

61 Relating to the merchants’ exemption were 
H. B. 68, restoring the $1,000 exemption; H. B. 
516, increasing the exemption to $5,000; and 
H. B. 110, increasing the exemption to $10,000. 

Relating to the merchants’ tax rate were 
H. B. 47, reducing the rate to .5 per cent (it 
passed both Houses, but a conference committee 
failed to agree on amendments); H. B. 68, re- 
ducing the rate to .5 per cent and reducing 
the exemption; and H. B. 30, reducing the rate 
to .75 per cent. Only one other bill (H. B. 9) 
was introduced. It provided for the repeal 
of the gross-income tax. None of these bills, 
except H. B. 47, advanced beyond committee. 
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introduced by or at the will of those favor- 
ing the tax in order to divide the merchants’ 
opposition to it.” Sentiment favoring a re- 
duction of the merchants’ gross-income tax 
rate, with or without alteration of the amount 
of the exemption allowed them, had appeared 
before 1939. Now, the change of their tax 
rate from one per cent to .5 per cent and 
the reduction of their exemption from $3,000 
was demanded.” 


‘Sliding Scale’’ Proposal 


Another interesting modification of the 
gross-income tax which received wide atten- 
tion in the 1939 General Assembly, was 
what amounted to a graduation of the rates 
of gross-income taxation. It involved the 
substitution for the gross-income tax of a 
business-license system, with “fees” based 
upon gross receipts.“ Its application, how- 
ever, was limited to retailers, service trades, 
manufacturing and mining. Each such es- 
tablishment would pay an annual privilege 
license fee of one dollar plus the following 
amounts measured by gross receipts: (1) 
for retail and service occupations, .3 per 
cent of all gross receipts up to $15,000, in- 
creasing, by .1 per cent increments per 
$5,000 receipts-brackets, to two per cent on 
all receipts over $96,000; (2) for mining and 
manufacturing (as a severance tax), .25 per 
cent on all gross receipts, including those 
from interstate commerce.” 


The measure was reported to have been 
proposed by the Democratic members of 
the Senate Finance Committee, prominent 
among whom was Senator Weiss, who spon- 
sored the bill. They argued as its chief 
merit that their proposal would avoid the 
federal constitutional prohibition against the 
taxation of interstate commerce. The Re- 
publican counter-proposal of a .75 per cent 
gross-income tax rate for retail sales, with 
an exemption of $2,000, was ultimately de- 
feated by the Senate, as was also the Weiss 
3ill. It was stated that the latter was prob- 
ably unconstitutional.” 


® To the Indiana Legislators (The Associated 
Retailers of Indiana, Indianapolis), six pages 
mimeographed—a statement of the ‘‘retailers’ 
case.”’ 

6 This was the substance of the merchants’ 
demands until the General Assembly of 1941, 
which reduced the merchants’ rate from one 
per cent to .5 per cent, retaining the $3,000 
exemption. (Interview with official of the 
Associated Retailers of Indiana, August 1, 1940; 
and Division Bulletin No. 457, March 14, 1941.) 

6 Indianapolis Star, March 3, 1939. 

® Another source entitled ‘‘Tax Payments 
Under the Weiss Bill Compared to Present 
Gross Income Tax Payments’’ on file in the 
Indiana Legislative Bureau, stated that the pro- 
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Period of Acceptance 


Most active resistance to the gross-income 
tax legislation was confined to the mer- 
chandising fraternity, and this had greatly 
abated by 1939, after six years of futile 
struggle against the state administration. 
A rather serious flare-up of this feeling oc- 
curred, however, in Fort Wayne, Indiana, 
during 1939. This contention was scarcely 
widespread enough to justify the emphasis 
given it in the press where it was denomi- 
nated a mass taxpayers’ revolt against pay- 
ment of the gross-income tax. By late 
March, the county sheriffs in Fort Wayne 
and South Bend had been provided by the 
Gross Income Tax Division with warrants 
based upon refusals to pay taxes, and were 
requested to begin action against delinquent 
merchant taxpayers.” Meanwhile, the re- 
tailers of these cities were organizing them- 
selves to “block every sale” of delinquent 
taxpayers’ property, though their strategy 
for achieving this end was not disclosed. 
The director of the Division was quoted 
as being of the opinion that the opposition 
was that of individuals rather than of groups, 
or concerted, and that he had been so as- 
sured by the merchants of South Bend. 
So far as the Division was concerned, it 
would proceed as in the past to enforce the 
law impersonally, as was its duty. 


Later, the Fort Wayne merchants were 
reported to be seeking a circuit court re- 
straining order to enjoin the sale of property 
for delinquent taxes. The sheriff was said to 
be holding 327 warrants for such sales. C. L. 
Jackson, Division Director, was now re- 
ported to say that such action by taxpayers 
was entirely futile, that the taxpaying part 
of the retailer fraternity had demanded that 
the Division “crack down” upon their non- 
taxpaying fellows. The Director expressed 
no mercy for tax evaders, but was sym- 
pathetic toward those who found themselves 
in bad financial straits. 


The matter was subsequently settled with 
the payment of their delinquencies by the 


posed rate schedule advanced at .3 per cent per 
$1,000 of gross receipts above a $300 exemption, 
reaching two per cent on receipts of $100,000 
and over. 

6 The United States Supreme Court decision 
in the Kentucky chain store tax case of 1935. 
It was argued for the Weiss bill that the re- 
tailers’ tax payments would be reduced by 
more than a million dollars, and those of serv- 
ice industries by nearly the same amount. 
These revenue losses were to be compensated 
for by the manufacturers’ license fees and the 
severance taxes. ‘‘Tax Payments Under the 
Weiss Bill, etc.,’’ footnote 65, supra. 

i Indianapolis Star, March 31, 1939. 

68 Indianapolis News, April 19, 1939. 





refractory payers. The associated retailers 
did not officially support the revolt, though 
it appealed to the courts on the ground that 
the act was unconstitutional in not provid- 
ing uniform and equal tax rates.” 


Division Report of 1939 


The Division Report for 1939 made no 
direct mention of the “taxpayers’ strike,” 
but many statements contained in it seemed 
directed toward this problem of potential 
evasion or refusal to meet the tax liability. 
It was said, for. example, that the proper 
procedure to be followed by one who felt 
himself not liable, yet required, to pay the 
tax was not to endeavor to enjoin collection, 
but to make the demanded payment and 
then sue for refund.” 


Another matter discussed in this report was 
the increase in the number of farmer tax- 
payers.” It was said that improved business 
conditions and the inclusion in property tax 
assessors’ reports of information regarding 
gross-income tax payments by property 
owners were causing the increase of pay- 
ments among farmers, while aiding the Divi- 
sion in finding delinquent taxpayers. Under 
the “collection at source” provisions of the 
1937 amendments of the gross-income tax 
statute, it was stated that considerable col- 
lections of taxes on incomes of 1937 and 
1938 had been made.” Gross income of 
employees of the federal government was 


® Division Bulletin No. 415 announced the end 
of the ‘‘Fort Wayne tax strike’’ and quoted a 
circuit court ruling that taxpayers must post 
bond for the amount of their tax liabilities, 
pending the legal settlement of such questions. 
G. K. Hewitt, newly appointed Director of 
the Division, stated that taxpayers in doubt 
. should first pay the required tax and then seek 
their remedy. 

7 Division Report, 1939, p. 82. In the Division 
Report of 1940 it was stated that the Marion 
County Superior Court on March 20, 1940, de- 
cided that no court might legally restrain or 
enjoin gross-income tax collection. (Ibid., 
p. 225.) See also Division Bulletin No. 427, 
March 20, 1940. 

1 Ibid., p. 81. See also Division Bulletin No. 
381, January 25, 1939, and Division Bulletin 
No. 396, May 18, 1939. 

™ Ibid. The data given are: collections of 
1937 income tax, $141,000; of 1938, $110,000. See 
also Division Bulletin No. 372, December 28, 
1939. For 1939, it was reported that 880 em- 
ployers filed 14,552 returns and that nonresi- 
dents paid twelve per cent of the gross-income 
tax. (Division Report, 1940, p. 225.) 

73 Ibid., following the United States Supreme 
Court ruling in Groves v. O’Keefe, March 27, 
1939. Cf. Division Bulletins No. 391, March 31, 
1939, and No. 409, October 11, 1939. During 1939, 
12,000 federal employees paid $250,000 of In- 
diana gross-income tax (p. 225). 





taxable after January 1, 1939, it was re- 
ported.” A summary report of the legal 
status of the gross-income tax was also 
given, principally to the effect that in all of 
the cases in which the legality of the statute 
was questioned the act had been sustained 
by the courts.“ It was said that most of the 
300 actions filed against the statute involved 
questions other than its constitutionality.” 
Some other legal determinations mentioned 
in this report are of interest: the value of 
assets received in liquidation of business en- 
tities was taxable as gross income; a retail 
sale was a sale to “the final user” of a 
commodity, and its legal status was not 
affected by the price or the quantity of the 
goods sold; and the Gross Income Tax 
Division was authorized to subpoena rec- 
ords and to invoke the penalties for con- 
tempt of court when necessary. Additional 
judicial determinations during 1940 were re- 
ported as follows: that (1) the gross-income 
tax was not a privilege tax and must be 
paid by corporations which were reorgan- 
ized prior to 1933; (2) the administrator of 
an estate must pay the tax upon proceeds 
from the sale of assets of that estate; (3) 
the sale of newspaper advertising was not 
interstate commerce merely because the pa- 
per was distributed in another state; (4) 
brewers who paid the federal beer excise 
were not tax collectors for the federal gov- 
ernment; and (5) no court of Indiana might 
restrain or enjoin the collection of gross- 
income taxes.” 


% Ibid. Ten such cases involved constitution- 
ality of the act under provisions of the federal 
Constitution. Two of these cases were carried 
to the United States Supreme Court. ‘‘In all 
cases the Gross Income Tax was held [to be] 
constitutional.’’ Evidently, the adverse decision 
of the Court in the Adams case (May 16, 1938) 
was Overlooked. However, the act was upheld 
in the ten cases in which unconstitutionality 
under the state constitution was charged. 

™ Questions were such as the determination 
of the tax rate properly applicable to given ele- 
ments of income, occupational classification, the 
involvement of interstate commerce, resistance 
to payment, injunction of collection and non- 
profit classification. Unfortunately, no data 
regarding the number of cases involving these 
grounds were available. 

7% From the Division Report, 1940, p. 225. 
The cases involving these questions were, re- 
spectively: (1) Montieth Brothers v. Treasurer ; 
(2) Treasurer v. Dietzen Estate, 21 N. E. (2d) 
137. 215 Ind. 528: (3) Treasurer v. South Bend 
Tribune, 24 N. E. (2d) 275, 216 Ind. 285 (Sup. 
Ct. Ind., 1939); (4) The Gross Income Tax 
Division v. Indianapolis Brewing Company, 25 
N. E. (2d) 653, 108 Ind. App. 259, March 5, 
1940; and (5) Smoketaria Importing Company 
v. Treasurer, Marion County Superior Court, 
March 20, 1940. 
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Municipalities v. State 


Early in 1940, the question of taxability 
of receipts by municipal corporations was 
brought before the Division, The City of 
Evansville threatened suit to prevent the 
collection of taxes on such receipts after the 
Gross Income Tax Division had refused the 
city time in which to appeal to the legis- 
lature for remedy.” This action followed 
the claim by the Division that it sought to 
apply the gross-income tax, under the re- 
visions of 1937, only to nontax revenues of 
Indiana municipalities.* Such income was 
composed of receipts from airports, parking 
meters, swimming pools, golf courses, ceme- 
teries and public utilities.” Now the Divi- 
sion asserted that it sought to levy only 
upon receipts from functions that were “in 
competition with private business.” The cit- 
ies, represented by the Indiana Municipal 
League, countered rather lamely that such 
taxation would increase the tax burden of 
general property, to which the burden of 
gross-income .tax paid by the cities would 
necessarily be shifted. 

The determination of the question was in 
doubt for some time. That the cities’ legal 
case was weak was indicated by their effort 
to induce the general assembly to exempt 
municipal income from taxation.” Further 
evidence found in a Division bulletin put a 
period to the entire question." It was re- 
ported that the Evansville, Indiana court 
in which an injunction had been sought in 
1940 by ninety Evansville “tax-strikers” had 
dismissed the case “for want of prosecution.” 


Seven Years of Gross-Income Tax 


A summary report of seven years of 
gross-income taxation was given in the 


7 Indianapolis Times, March 26, 1940. 

7% Indianapolis Star, January 26, 1940. 

% Receipts from parking meters and from the 
ordinary functions of sewage-disposal plants 
were not taxable as gross income. (Letter from 
F. C. McClurg, Chief Counsel, Gross Income 
Tax Board, dated March 27, 1940.) The grounds 
of exemption given were that receipts from 
parking meters were obtained incidentally to 
the exercise of the police power in the control 
of traffic. Those from sewage-disposal opera- 
tions were incidental to the maintenance of 
public health and safety, i. e., the general wel- 
fare. Receipts from the sale of sewage or 
products of sewage-disposal plants, however, 
were not obtained in the performance of gov- 
ernmental functions but from commercial activi- 
ties. As such they were taxable receipts. In 
addition to the letter mentioned above, refer- 
ence may here be made to: (1) Opinion of At- 
torney General O. S. Jackson, given to G. K. 
Hewitt, Director of the Gross Income Tax Divi- 
sion, March 4, 1940; (2) Brief of the Cities 
of Fort Wayne, Indianapolis and Evansville, 
March 5, 1940, to G. K. Hewitt; and (3) Answer- 
ing Brief of F. C. McClurg, for the Division, 
to the cities, March 23, 1940. 
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Division Report of 1940.% The tax had ac- 
complished its purpose, namely, the relief 
of the property tax burden and the financ- 
ing of the schools and new governmental 
welfare functions. The total general prop- 
erty levy of 1940 was $34.8 million below 
that of 1932, and every county in the state 
had shared in this reduction. In fact, eighty- 
one counties were receiving in 1940 more in 
state-distributed revenues than they paid 
in gross-income taxes. Thus, the state had 
become a tax collector for the local com- 
munity. 

Funds distributed by the state and local 
governments for school purposes from July 
1, 1934, to June 30, 1940, were $69.5 million. 
In 1937, at the rate of $500 per teaching unit, 
state school distributions were $10 million; 
in 1938, after the rate of distribution was 
increased to $700 per teaching unit, the 
amount was $14 million. General satisfac- 
tion, then, was expressed with gross-income 
taxation and with its administration. 


General Assembly of 1941 


Important action respecting the gross- 
income taxation of retail sales was taken by 
the General Assembly of 1941.% The rate 
of the tax on receipts from sales to con- 
sumers by persons classified as retailers, 
enjoying the $3,000 exemption, was reduced 
from one per cent to .5 per cent.* This 
change had been demanded by the merchants 
as a concession which would pacify their 
desire for repeal. Even so, the sentiment 
for repeal was reported to be strong in the 
session.® 

A modification of gross-income tax ad- 
ministration was the repeal of the require- 
ment for notarization of gross-income tax 

8 Indianapolis Star, May 15, 1941. It was 
stated that the cities’ gross-income tax bill 
during 1940 was $160,000, all but $10,000 of 


which was based upon receipts from municipally 
owned public utilities. 


81 Division Bulletin No. 669, August 23, 1941. 
8 Pp. 223-224. 


8 When this was written, the legislative 
journals for the 1941 General Assembly and 
the reports of the state tax board and Gross 
Income Tax Division were not available be- 
cauSe they were as yet unpublished. Much de- 
tailed information of the kind previously given 
in the discussion of the fiscal problems before 
the Indiana general assemblies is consequently 
missing. No essential facts, however, are lacking. 


84 Division Bulletin No. 457. March 14, 1941. 
The new rate was to be effective January 1, 
1942. The amount of exemption permitted to 
retail merchants was not altered. (Section 2, 
Chapter 140, Laws of 1941.) 


8% It was stated further that the act would 
probably be repealed in 1943. A retail sales tax 
was to be substituted for it. The retail mer- 


(Footnote continued on following page) 
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returns.” Other changes in the act made 
in this session were the extension to domes- 
tic casualty and fire insurance concerns of 
the privilege of reporting gross income as 
gross profits.” Substantially, this was the 
allowance of deduction of cost of goods sold 
(“gross losses” is the term used in the Divi- 
sion bulletin) and reporting on a “value added” 
base. It was stated that this privilege had 
been granted to no other type of insurance 
carrier. 


A few special classifications and rate ap- 
plications were made by the general assem- 
bly.* In addition to creating the .5 per cent 
rate for retailers, the same rate was extended 
to gross receipts from sales of dry cleaning 
and laundry services. The .25 per cent rate 
already applicable to manufacturing and 
wholesaling (sales for resale) was allowed 
to gross receipts from display advertising.” 


Conclusive Summary 


The farmers and retail merchants com- 
bined forces late in 1934 for the purpose of 
presenting a united tax program to the com- 
ing 1935 session of the legislature. The 
merchants desired the substitution of retail- 
sales taxation for gross-income taxation, 
which was to be abolished. Hardly con- 
sistent with this proposal was the farmers’ 
demand for high rates of gross-income taxa- 
tion, the addition of net-income taxation, 
stronger enforcement of the general-prop- 
erty-tax rate limitations, and the repeal of 
the remaining .15 per cent state levy upon 
general property. 

These proposals became embodied in bills 
appearing before the 1935 legislature. None, 
however, was enacted; the gross-income tax 
was to remain unharmed. Subsequently, 
general official satisfaction was expressed 
‘ with financial conditions and with the grow- 
ing acceptance of the gross-income tax by 
the people, though anti-administration re- 
peal and modification proposals appeared in 
the general assembly. The gross-income 
tax in 1936 was found adequate to finance 
the state’s new social security program. 


As had his predecessor in office, Governor 
McNutt, Governor-Elect M. Clifford Town- 
send called a tax conference of leading po- 
litical figures shortly after his election in 
1936. This group listened to an address by 


(Footnote 85 continued) 
chants favored such changes, still hoping to 
bring into being the situation obtaining in 
Ohio, Michigan and Illinois, where the retailer 
collects the tax for the state from the buyer. 
(Interview with official of Associated Retailers 
of Indiana.) 

% Division Bulletin No. 455, February 27, 1941. 


Townsend in which the usual rationaliza- 
tion of gross-income taxation was presented 


as outlined above. Later Ex-Governor Mc- 
Nutt assumed credit for the excellent finan- 
cial condition of the state, and Governor 
Townsend stated his determination to veto 
any measure inimical to the gross-income 
tax, which was, he said, “soundly based on 
the principle of ability to pay.” Administra- 
tive improvements of the gross-income tax 
included (1) the increase from $1,000 to 
$3,000 of the retailers’ general exemption; 
(2) the specification of receipts taxable at 
one-fourth per cent; and (3) the determi- 
nation of the applicable rate upon the basis 
of the source of the receipts rather than 
according to the occupation of the taxpayer. 
The latter policy was sustained by the 
Indiana Supreme Court during 1938 in the 
Michael case. In the same case, the court 
defined retail sal®@s as those “to ultimate 
consumers.” 


The retail merchants by 1938 no longer 
demanded repeal of the gross-income tax. 
No repeal bill appeared in the 1937 General 
Assembly. Nor did they advocate retail 
sales taxat.on. They now demanded reduc- 
tion of their rate of liability under the tax. 
This may be interpreted as final acceptance 
of the essence of the levy by the only group 
which had concertedly opposed it, though 
there were sporadic and insistent retailers’ 
complaints against the gross-income tax 
continuing through 1939. The lower rate of 
tax would, of course, tend to assist the 
larger merchants, as the increased retailers’ 
exemption had helped the smaller ones. In 
the special legislative session of 1938, how- 
ever, the retailers’ rate-reduction proposal 
was defeated. No other gross-income tax 
modification was made, but the distribution 
of gross-income tax revenues to the locali- 
ties was increased. , 


Substantially, these conditions continued 
through 1939, when several bills changing 
the retail tax rate and exemption were in- 
troduced in the general assembly’s regular 
session, but none was enacted. A special 
Tax Survey Commission, after an extensive 
investigation, reported the beneficial effects 
of the gross-income tax in terms similar to 
those mentioned. Governor Townsend again 
asked for the continuation, unchanged, of 
the gross-income tax. 


87 Division Bulletin No. 457, March 14, 1941. 

8 Ibid., and Section 2, Chapter 140, Laws of 
1941. 

8 Ibid. ‘‘The outdoor poster advertisers have 
taken us to court on this matter and there is a 
possibility that the Department might have lost 
the suit in which case they would have been 
on the 0.25 per cent rate anyhow.”’ (P. 2.) 


458 May, 1950 e TAX ES— The Tax Magazine 











a =e et AHO 


— ss 





aun SV af T SBM 4 


po MSO Rh 


ee 








A proposal to substitute a graduated busi- 
ness license fee for the gross-income tax was 
submitted to the 1939 session. If this sug- 
gestion had the approval of the state admin- 
istration, it may have been designed, as the 
retailers alleged, to split the opposition to 
the gross-income tax. In any event, it was 
not enacted. 


A few localized revolts by retail mer- 
chants against the gross-income tax, notable 
among which was the “Fort Wayne tax 
strike,” occurred during 1939. Since these 
were largely unorganized protest actions 
of only temporary moment, they may be 
considered among the last evidence of overt 
opposition to the tax. A weak stand by cer- 
tain Indiana municipalities against the gross- 
income taxation of their nontax receipts was 
an event of 1940. 


In 1941, the gross-income tax rate upon 
retailers’ receipts was reduced from one per 
cent to one-half per cent. This culmination 
of two years of agitation was of advantage 
mainly to the larger merchants. The $3,000 
retailers’ exemption, whose reduction was a 
compromise offered in 1939 by the mer- 
chants, was not altered. This “protected” 
the small retail taxpayers. The rate reduc- 
tion was specifically extended to certain 
retail service enterprises. The privilege of 
reporting gross profits as gross income was 
extended to casualty and fire insurance com- 
panies. 


Through 1942, general satisfaction with 
the gross-income tax seemed to prevail in 
Indiana. The forecast of the retail mer- 
chants’ official spokesmen that the levy would 
be repealed in 1943 and a retail sales tax 
enacted in its stead was not realized. 


This discussion may well be concluded 
with a review of two phenomena, both gen- 
eral in character and both of special interest 
to the student of taxation, which appear in 
the experience of Indiana during the decade 
that is under consideration. One is the 
growing strength, influence, power and im- 
portance of the state government or, by the 
same token, the decline of the local govern- 
ments. The other is the absence during this 
period of any complete, thorough or objec- 
tive survey of the Indiana Tax System in 
relation to the new problems that it faced, 
especially, perhaps, that of the shifting im- 
portance of the two grades of government 
that were responsible for its administration. 


The only thoroughgoing survey and os- 
tensible reform of the kind in discussion was 
that of 1916. However broadly conceived 
that survey may have been, its official rec- 
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ord shows it confined largely to a criticism 
and exposure of the weaknesses in the ad- 
ministration of the general property tax. 
Net income taxation had been widely urged 
in Indiana from at least 1910, and other 
forms of “business taxation” were under 
consideration concurrently. No doubt these 
items were lobbied, if they were not on the 
official agenda of this commission. Also, to 
be sure, the general property tax was the 
Indiana tax system at that time, and the 
recommendation by this commission of a 
degree of state supervision of its adminis- 
tration was, perhaps, too progressive. In 
any event, this policy was largely nullified 
by 1921 in the assertion of the right of local 
“home rule” in fiscal affairs. In this contest 
the gauge was laid down by the state to the 
local governments. If the latter were not 
to yield to supervision by the state they 
must assume the implied responsibility for 
the proper administration of the general 
property tax. It was thereupon provided by 
statute that any group of aggrieved taxpay- 
ers might petition the State Board of Tax 
Commissioners for a hearing of their griev- 
ances. While this “Indiana Plan” of local 
fiscal control has provided an opportunity 
for influential taxpayers, such as certain of 
the large corporations, to display annually a 
trial of their bargaining strength before the 
state tax board in the often completely jus- 
tified hope that their tax bills will be re- 
duced, the plan may nonetheless be regarded as 
a proper sanction upon the local governments. 


Author’s Contention 


It is not contended here that the local 
governments failed to discharge this re- 
sponsibility. Rather, it is argued that the 
trend of events failed to allow them to do 
so. For example, the growth of nontangible 
forms of taxpaying capacity, which could 
not be discoverea and exploited by the lo- 
calities, conspired to defeat the latter in this 
contest of strength. Thus, the motor ve- 
hicle and fuel levies were administered al- 
most exclusively by the state from their 
major inception in 1923. The taxation of 
intangible personal property, modification 
of which was for years demanded by the 
State Tax Board, was largely controlled 
by that body after 1929. The taxpayers’ 
revolt of 1923 under the guise of demands 
for statutory limitations upon the rates of 
the general property tax did not add to the 
dependability of that tax or enhance the 
prestige of the local governments in their 
administration of it. Finally, opposition to 
the development of nontangible forms of 
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taxation to supplement or replace the de- 
clining yield and strength of the general 
property tax has, to express it very moder- 
ately, often been impossible for the states 
to subdue or to out-maneuver. Even the 
federal government has had, and continues 
to have, much trouble in this respect. Doubt- 
less, the local governments would have been 
overwhelmed had the struggle been left to 
their unaided prosecution. 


No other conclusion seems tenable than 
that in the development of American so- 
ciety during the latter part of the nineteenth 
and the first half of the twentieth centuries 
local government has been deprived of most 
of its traditional importance and power, while 
state and national governments have grown 
in this respect. Certain it is that the strength 
of the Indiana state administration, after its 
election to power in November, 1932, was 
not seriously challenged by the local gov- 
ernments. Especially is this clear in the 
fiscal area, and respecting the gross-income 
tax in particular. No fundamental attacks 
upon the measure were tolerated, either be- 
fore or after its enactment. Even such a 
purportedly improving amendment as the 
“sliding scale” or rate-progression proposal, 
springing as did this one from within the 
ranks of the administration, failed. to gain 
support. 


These considerations make especially se- 
rious the absence of an objective and ade- 
quate survey of the Indiana tax system. In 
the political context of Indiana in 1932, the 
McNutt administration would not have felt 
bound by the recommendations of a preced- 
ing administration had not those recommen- 
dations been accorded heavy popular support. 
It is not clear, however, that a survey of the 
kind under consideration would not have 
been popular. If, in the trend of events, the 





* under all of the circumstances. 


center of political gravity was passing from 
the local governments to the state, as seems 
to have been true, and if the decline of state 
income caused the people to be closely con- 
cerned with the efficiency of governmental 
administration, as certain evidence indicates 
was true, there is strong probability that the 
people of Indiana would have welcomed the 
proper sort of fiscal advice. 


It is unnecessary to stress further the 
political opportunism of this radical reform 
of the Indiana tax system. To be sure, as 
Lincoln Steffens would doubtless testify, 
politics is the American form of govern- 
ment, and politics is present in government 
in somewhat the same proportion as is de- 
mocracy. It is only contended that like other 
methods and means, politics is not an abso- 
lute—either quantitatively or qualitatively. 
There can, in other words, be much or little 
politics and there can be good or less-good 
politics. Since there is no proof that the 
McNutt variety of politics was less desirable 
than other varieties of the Indiana brand of 
politics, this is an indictment chiefly of the 
lack of a long-term, carefully considered, 
objective plan of fiscal policy and its devel- 
opment in Indiana, and of politics only to 
the extent that it obstructed such action. 
Such planning would probably have modi- 
fied the radical character of the McNutt 
fiscal revolution. Some support of the gen- 
eral property tax, the dropping of the gen- 
eral property assessment when state income 
collapsed, the substitution of a variety of 
motor and liquor traffic excises, and even 
the adoption of a very modest net income 
tax, would have seen the State of Indiana 
past the emergency that was not basically 
of her creation, but whose reaction to which 
was quite emotional and not overly rational 


[The End] 





| 
| EQUALIZATION OF FISCAL CAPACITY 


“Here in our own state we have developed the principle of equalization of 
| fiscal capacity to a high degree in state-aid for education. 


be developed at the federal level. 


approximating $1 billion, such as those on gasoline and amusements, should be 
given up and made available for state imposition; that federal grants should be 
reduced by $1 billion; and that the federal grants that remain should be equalized 
among the states on the basis of their proven need and fiscal capacity.”,—-Thomas 
E. Dewey, Governor of New York, in his 1950 governor’s message, as quoted in 
State Government, March, 1950. 


In simplest terms, I believe that federal taxes, 


The principle should 
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ALTHOUGH the 1949 Legislature made 
no changes in the substantive law affect- 
ing the taxation of corporations in Pennsyl- 
vania, more changes in practice occurred 
during the year than during many previous 
years. Some of them resulted from depart- 
mental rulings, while others came from 
court decisions. 


The developments affect practically every 
form of corporate tax, but follow no pattern 
other than to reflect an inclination on the 
part of the administrative officials to seek 
means of bolstering revenues without new 
legislation. This is particularly noticeable 
with respect to remedial procedures and 
novel slants on several special allocation 
situations. 


(1) Re-Enactment of Corporate Net In- 
come Tax: Probably the most important 
legislation in terms of revenue was the re- 
enactment of the four per cent Corporate 
Net Income Tax Act for the calendar years 
1949 and 1950, and for the fiscal years end- 
ing in 1950 and 1951. 


(2) Re-Enactment of Emergency Rate on 
Gross Receipts of Utilities: The additional 
gross receipts tax rate of six mills on utili- 
ties was also continued for the two years 
1949 and 1950, making the total fourteen 
mills, as it has been since 1944. 


(3) Manufacturing Exemption Postponed: 
The manufacturing companies were disap- 
pointed by the postponement of the exemp- 
tion for two more years. It might be recalled 
that the exemption until 1935 was granted 
to domestic and foreign corporations alike. 
Both types of companies until then were 
liable for capital stock tax. Starting with 
1935, foreign corporations were made liable 
for franchise tax instead of capital stock tax, 
and both were deprived of the exemption 


Pennsylvania Taxation 


previously extended to corporations engaged 
in manufacturing activities on that portion 
of the value of the capital stock of the tax- 
payer as was represented by assets exclu- 
sively engaged in manufacturing. 

The exemption was restored to both do- 
mestic and foreign corporations by the Act 
of 1943 and was to be first effective on Janu- 
ary 1 of the year following cessation of 
hostilities in World War II, or on January 
1, 1945, whichever last occurred. There- 
after, the event has been delayed at each 
session of the legislature, starting with 
1947. Unless again postponed at the 1951 
session, the exemption will become effective 
on January 1 of that year. 

(4) Procedure: Four sections of the Fis- 
cal Code were amended, each of which be- 
came effective immediately upon passage, 
and none of which is of major importance 
(Act No. 183, September 25, 1949). 

Section 1103, providing for petitions for 
review, was amended to now specifically 
afford the taxpayer the right to file a peti- 
tion for review from any resettlement made 
under the provisions of Section 1105. Sec- 
tion 1105 contains the provision authorizing 
the Department of Revenue to make a re- 
settlement on its own initiative within two 
years from the date of the settlement. If 
a resettlement is not made within this period, 
the account is finally closed. 

The reason for the amendment is not too 
clear. The Board of Finance and Revenue 
since 1930, pursuant to advice from the At- 
torney General, has been following the very 
procedure now provided by amendment. 

Section 1104 is the section of the Code 
which covers appeals to the Dauphin County 
Court by either the taxpayer or the common- 
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wealth. In the amendment to this section 
in 1945, the commonwealth was given the 
right to raise new questions on any appeal 
by the taxpayer, provided thirty days’ notice 
is given to the appellant. However, no ex- 
planation was made as to when the thirty 
days should commence. The 1949 amend- 
ment provides that the notice shall be twenty 
days “prior to trial,” thus reducing the no- 
tice period, but clarifying the prior provision. 

Section 1105, discussed above, was amended 
to provide for the prompt notice to the tax- 
payer of the resettlement made under the 
authority therein contained. Probably this 
was added to overcome a previous omission 
in this respect. 

Section 1401 of the Fiscal Code provides 
for the establishment of liens of taxes, in- 
terest, penalties and other accounts due the 
commonwealth. The amendment to this 
section merely provides that liens shall be 
applicable from the date of settlement, as- 
sessment or determination instead of from 
the date of settlement alone, as previously 
provided. The purpose of the amendment 
is to provide for the establishment of a 
lien for taxes other than those for which 
settlements are made. 


Corporate Net Income Tax 


(1) Taxability of Interest on United States 
Securities (Commonwealth v. Curtis Publish- 
ing Company, 363 Pa. 299): After almost 
eight long years of waiting by the taxpayer and 
two years after decision by the lower court, 
the Pennsylvania Supreme Court arrived 
at its decision. On November 22, 1949, the 
court filed its opinion affirming the decision 
of the lower court, in which it was held that 
interest on United States securities is not 
subject to nor can it be included in the 
measure of Pennsylvania corporate net in- 
‘come tax. The grounds upon which the 
court relied were not that it is unlawful for 
Pennsylvania to tax interest on United States 
securities, but that it is unlawful discrimina- 
tion in violation of the United States Con- 
stitution to do so if interest on state and 
municipal bonds is exempted. 


The tax in Pennsylvania is measured by 
the net income returned to or ascertained 
by the federal government and, since such 
interest is not included in the federal base, 
no attempt is made by Pennsylvania to 
impose the tax. (This is discussed at greater 
length in Taxes—The Tax Magazine, March, 
1948, page 247 and April, 1949, page 339.) 

There is a probability that the common- 


wealth may attempt an appeal to the United 
States Supreme Court. 


Taxpayers against which the tax has been 
assessed should without delay ascertain 
whether the necessary petitions have been 
filed. If tax has been paid, a petition for 
refund may be filed with The Board of 
Finance and Revenue under the provisions 
of Section 503 of the Fiscal Code within 
five years of the date upon which the tax 
was settled or the date upon which the tax 
was paid, whichever date last expires. The 
procedure will be discussed at fuller length 
later in this article. 


(2) Treatment of Capital Gains and 
Losses (Commonwealth v. Toyad Corporation, 
No. 215, Commonwealth Docket 1948): 
Under the Pennsylvania Corporate Net In- 
come Tax Act, gains and losses resulting 
from the sale or exchange of capital assets 
are not allocated on the basis of the statu- 
tory formula. They are specifically allo- 
cated inside or outside the state, depending 
upon the location of the asset at the time of 
the transaction. Capital assets consist of 
real estate or tangible personal property. 


The allocation is a simple matter unless 
the gain inside the state or the loss outside 
the state is greater in amount than the net 
income “returned to ‘or ascertained by the 
Federal Government.” Complications also 
occur when there are capital gains both 
inside and outside the state, the total of 
which exceeds the net income returned to 
the federal government. 


In the first instance, it is a question of 
whether the commonwealth has the authority 
to tax more income than the amount re- 
turned to the federal government. In the 
second, it is a question of whether the com- 
monwealth is required to apportion the net 
income returned to the federal government 
between the taxable capital gains realized 


* inside and outside of Pennsylvania or has 


the authority to tax the Pennsylvania gain 
in full. 


For easier understanding, three illustra- 
tions are offered: 


(a) Take the case of a taxpayer report- 
ing to the federal government net income 
of $1,000, consisting of operating. income of 
$51,000 and a capital loss of $50,000 resulting 
from the sale of a plant outside the state. 
Further assume that the allocation formula 
apportions fifty per cent to Pennsylvania. 
The commonwealth would tax fifty per cent 
of the $51,000, or $25,500, even though the 
base of the federal tax was only $1,000. 


(b) Assume that the net income returned 
to the federal government was $1,000, con- 
sisting of an operating loss of $49,000 and 
a capital gain of $50,000 on the sale of a 
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plant located in Pennsylvania, and that the 
formula as in the previous example also allo- 
cates fifty per cent to Pennsylvania. Since 
the capital gain occurred in Pennsylvania, 
the commonwealth would tax $50,000, even 
though only $1,000 of net income was sub- 
ject to federal tax. 


(c) Suppose that the net income returned 
to the federal government was $50,000, and 
that this figure consisted of losses from 
operations of $25,000, capital gains of $25,000 
in Pennsylvania, and $50,000 outside of 
Pennsylvania. The problem is to determine 
how much, if any, of the $50,000 represent- 
ing net income returned to the federal gov- 
ernment is subject to tax in Pennsylvania. 
Should the capital gain, outside the state, 
of $50,000 be excluded first, there would be 
nothing remaining that could be allocated to 
Pennsylvania. If the gain would be appor- 
tioned between Pennsylvania and outside 
the state, only a fraction of the $25,000 
would be subject to tax. The common- 
wealth has resolved the doubt against the 
taxpayer, and computes tax on the full 
$25,000. 


The first case on the subject to reach the 
court is Commonwealth v. Toyad Corporation, 
supra. In this case the capital loss outside 
the state exceeded in amount the net income 
returned to the federal government. The 
commonwealth, as in the first illustration 
above, added the loss to the federal net 
income and applied the allocation fractions 
to the total. The effect was to impose tax 
on more income than was returned to the 
federal government. The taxpayer took the 
position that the tax cannot be imposed on 
more income than is returned to or ascer- 
tained by the federal government. The deci- 
sion in this case should solve the problems 
arising under the first two illustrations, but 
unless there is some reference to the issue 
involved in the third illustration, it will 
probably take another case to arrive at the 
solution. 


Corporate Loans Tax 


Taxable Period upon Retirement of Bond 
Issue (Commonwealth v. National Steel Cor- 
foration, 60 Dauph. 28): This case was de- 
cided by the Dauphin County Court on 
February 28, 1949. The taxpayer refinanced 
an outstanding bond issue before maturity 
with a new bond issue. Under the terms of 
the new issue it was required that the money 
for the retirement of all the old bonds be 
deposited with the trustee under the in- 
denture simultaneously with the purchase of 
the new issue. Notice was given to the 
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trustee of intention to redeem on July 29, 





1935, as required by the indenture. 


According to the notice, the taxpayer an- 
nounced that the bonds would be redeemed 
on July 29, 1935, at 105 per cent of the prin- 
cipal plus accrued interest to that date, after 
which all interest would cease. The bond- 
holders were directed to present and sur- 
render their bonds to the trustee with all 
interest coupons maturing after the redemp- 
tion date. 


The commonwealth made a settlement of 
the loans tax report of the company for the 
year 1935 in which the tax was figured at 
four mills to July 29, 1935. It is contended 
by the taxpayer that the tax should have 
been figured to June 14, 1935. The opinion 
does not make it clear whether June 14 is 
the date when the new bonds were issued 
or the date on which the taxpayer deposited 
with the trustee the funds required to retire 
the old issue. This, however, does not seem 
to have any effect on the conclusion reached. 


From the opinion it would appear that 
the taxpayer relied upon two main grounds 
for claiming that it was only liable for tax 
up to the period ended June 14. The first 
was that although interest was paid to July 29, 
the bonds were only outstanding to June 14. 
The second is that if tax liability existed 
for the period June 14 to July 29, it was 
under the personal property tax and not the 
corporate loans tax provisions of the act, in 
which event the bondholders and not the 
corporation were liable. 


As for the first, the court found that the 
bonds ceased to be outstanding as of the 
date they were called for redemption. That 
was July 29 under the terms of the trust 
agreement. Since it was conceded that lia- 
bility existed as long as the bonds were 
outstanding, this disposed of that issue. 


As for the second, the court refused to 
hold that the trustee acted only as agent 
for the bondholders as soon as funds were 
received for redemption of the indebtedness. 
According to the court, the date fixed for 
redemption was the date when the bonds 
ceased to be outstanding, and the corporate 
loans tax existed up to the date fixed for 
redemption, that being July 29, even if some 
of the. bonds were redeemed prior to that 
date. 


The court was not concerned with the 
predicament of the taxpayer in being liable 
for tax on both the new and old bond issues 
for concurrent periods provided that interest 
was paid on both. As to this point, it said: 
“If interest was paid on both, the tax should 
be paid on both.” 
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Capital Stock Tax 


Taxability of Shares of Foreign Corpora- 
tions Subject to Pennsylvania Franchise 
Tax (Commonwealth v. Shenango Furnace 
Company, 362 Pa. 491 (1949)): Before pass- 
age of the Franchise Tax Act of May 16, 
1935 (P. L. 184), stock of a foreign corpora- 
tion having capital employed or doing busi- 
ness in Pennsylvania, and therefore subject 
to capital stock tax, was exempt if owned 
by a Pennsylvania corporation. It would 
have constituted double taxation to have 
done otherwise unless specifically provided 
by statute, and there was no such provision. 


Under the 1935 Act, foreign corporations 
doing business in Pennsylvania were made 
liable for franchise tax in lieu of capital 
stock tax. Although both of these taxes 
are at the same rate of five mills and are 
based upon the valuation of capital stock 
determined by the same procedure and under 
the same statute, there is no further similarity. 


The court held in Commonwealth v. Colum- 
bia Gas and Electric Company, 336 Pa. 209, 
that the franchise tax is an excise tax for 
the privilege of doing business in Pennsyl- 
vania and not a property tax as was the 
capital stock tax previously imposed on 
foreign corporations. Thus,,when the ques- 
tion of the taxability of the investment of 
a Pennsylvania corporation in the stock of 
a foreign corporation subject to franchise 
tax came before the court in Commonwealth 
v. Elk Refining Company, 57 Dauph. 278 
(1945), it was held that double taxation was 
not involved. This was because the capital 
stock tax, a property tax, and the franchise 
tax, an excise tax, were not one and the 
same kind of tax. To constitute double 
taxation, the subject matter of the two taxes 
must be the same. 


. The court in this case relied upon Com- 

monwealth v. Monessen Company, 352 Pa. 120, 
in which the situation was reversed. The 
taxpayer was a foreign corporation liable 
to and paying the franchise tax in Pennsyl- 
vania. It owned shares of a domestic cor- 
poration liable to capital stock tax. The 
court held that there was no double taxation. 


Neither of these decisions seemed to satisfy 
the Shenango Furnace Company. The same 
question was involved when it took an ap- 
peal (60 Dauph. 23). The Dauphin County 
Court in a per curiam opinion on January 
24, 1949, refused to reverse the position 
taken in the Elk Refining Company case, 
supra, and was sustained by the Pennsyl- 
vania Supreme Court on June 24, 1949 
(Commonwealth v. Shenango Furnace Com- 
pany, supra). 


This should settle once and for all any 
doubt as to the taxability of shares of a 
foreign corporation liable for franchise tax 
when held by a domestic corporation, and 
also in the case of shares of a domestic cor- 
poration when held by a foreign corpora- 
tion. However, these discussions have no 
bearing upon the taxability of the shares of 
a foreign corporation when held by a do- 
mestic corporation if they represent more 
than fifty per cent of the outstanding voting 
stock. Such shares are still exempt in ac- 
cordance with the provisions of the Act 
of June 27, 1931 (P. L. 687). 


Franchise and Corporate 
Net Income Taxes 
Liability of Foreign Corporations Enter- 


ing Pennsylvania During Tax Year: The’ 


procedure for determining the Pennsylvania 
franchise and corporate net income tax lia- 
bilities of foreign corporations entering 
Pennsylvania during the tax year was fairly 
well established until recently. However, 
the issue has been reopened and probably 
will not be finally resolved until the courts 
rule on the subject. 


It will be remembered that the allocation 
formulas in the Franchise and Corporate 
Net Income Tax Acts are identical. The 
basic difference in the tax is that the former 
is measured by the actual value of the tax- 
payer’s capital stock as of the end of the 
year, the latter by the net income returned 
to or ascertained by the federal government. 


Manifestly, it is a simple matter to com- 
pute the tax liabilities of a foreign corpora- 
tion operating for only a portion of a year. 
The franchise tax is calculated for the frac- 
tion of the year involved. That is accom- 
plished by applying a fraction of the rate 
to the taxable value. Thus, a corporation 
transacting all its business in Pennsylvania 
for a period of six months and having a 
capital-stock valuation of $100,000 as of the 
close of the period would pay a tax of $250. 
That represents a tax at the rate of five 
mills on $100,000 for a period of one half 
of a year. The corporate net income tax 
liability is just as easy to compute. If the 
net income returned to the federal govern- 
ment was, for instance, $30,000 for the 
six-month period and all the taxpayer’s trans- 
actions were in Pennsylvania, the tax would 
be four per cent of $30,000, or $1,200. Diffi- 
culties arise, however, when a foreign cor- 
poration enters Pennsylvania during the tax 
year and continues its operations outside 
the state in addition to transacting business 
in Pennsylvania. 
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Under the previous ruling of the common- 
wealth, franchise tax seemed to offer no 
problem. It was only necessary to be con- 
cerned with corporate net income tax. The 
franchise tax was computed by applying the 
five-mill rate of tax for only the portion of 
the year that the taxpayer was in Pennsyl- 
vania. This is the same method which is 
used when a company has operated for only 
a portion of a year and which is illustrated 
above. The tangible-property allocation frac- 
tion is composed of tangible property within 
and outside of Pennsylvania during the 
period of operations in Pennsylvania, and 
the payroll fraction, as well as the gross- 
receipts fraction, is composed of transac- 
tions that took place within and outside of 
the state during the same period. 


However, an entirely different approach 
was taken in computing the corporate net 
income tax liability. Instead of computing 
the tax on the basis of net income that 
would have been returned to the federal 
government had a report been made for the 
period of operations in Pennsylvania, which 
might not be available, or on a fraction of 
net income for the length of time the tax- 
payer operated in Pennsylvania, which would 
be arbitrary, the commonwealth tampered 
with the allocation fractions in order to 
arrive at the desired result. 

The reason for doing so was that it was 
feared that the application of the allocation 
fractions to a net-income figure other than 
the one appearing in the return to the fed- 
eral government might make it appear that 
the tax is in fact a tax on income as such 
and not, as the courts had held, an excise or 
privilege tax measured by the net income 
“returned to or ascertained” by the federal 
government. Turco Paint and Varnish Com- 
pany v. Kalodner, 320 Pa. 421 (1936), was the 
first case in which it was so held. 


This was followed by Commonwealth v. 
Electric Storage Battery Company, 51 Dauph. 
90 (1941), in which, on the theory that the 
tax was not a tax on income as such, it was 
held that excise taxes refunded by the fed- 
eral government were taxable in the year of 
receipt, even though they covered years 
prior to the enactment of the Pennsylvania 
corporate net income tax. On the same 
theory the court, in Commonwealth v, Frank 
G. Shattuck Company, 52 Dauph. 190 (1941), 
held that the commonwealth had the right 
to compute the tax by applying the statutory 
formula to the net income returned to the 
federal government, even though operations 
in Pennsylvania resulted in a loss. 
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Then followed Commonwealth v. Warner 
Brothers Theatres, Inc., 345 Pa. 270 (1942), 
and Commonwealth v. Central Tube Company, 
53 Dauph. 67 (1942), each sustaining the 
commonwealth’s position on the basis of the 
same theory. 


It is therefore understandable why the 
commonwealth has so zealously guarded 
against any step that might jeopardize its 
enviable position in respect to this situation. 

The procedure for constructing the allo- 
cation fractions for corporate net income 
tax purposes is briefly as follows: 


(1) Tangible Property: The numerator 
consists of the value of tangible property 
in Pennsylvania during the period of opera- 
tions in Pennsylvania multiplied by a frac- 
tion reflecting that portion of the year; the 
denominator consists of the amount of total 
tangible property for the entire year. Thus, 
if the tangible property in Pennsylvania 
were $100,000 and the company was in 
Pennsylvania for six months, the numerator 
would be $50,000 (six twelfths of $100,000). 


(2) Wages and Salaries: The numerator 
includes only the payroll in Pennsylvania 
during the time the company was doing 
business in the commonwealth; the denomi- 
nator includes the total payroll inside and 
outside of Pennsylvania during the entire 
year. 


(3) Gross Receipts: As in the case of 
wages and salaries, the numerator repre- 
sents transactions within the state during 
the period of operations in Pennsylvania, 
and the denominator includes the transac- 
tions both within and outside of Pennsyl- 
vania during the total period. 


Frequently the above method produced 
an approximately correct result but could, 
under some circumstances, actually result 
in the allocation to Pennsylvania of more 
net income than was realized both within 
and outside of Pennsylvania during the 
period of operations in Pennsylvania, or vice 
versa. Quite obviously, this would be in- 
correct. 


This was all understood and taken into 
consideration when the rule was first estab- 
lished. It seemed at the time to be a prac- 
tical solution to a problem that could, it was 
thought, prove costly to the commonwealth 
if great care were not exercised. At least 
it was believed that the method prescribed 
for franchise tax would result in no contro- 
versy and, as to corporate net income tax, 
if the fractions as applied would result in 
hardship to the taxpayer, upon presentation 
oi proper proof an adjustment would be 
made. In any event, the corporate net in- 
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come tax would be settled on the basis of 
the net income returned to and ascertained 
by the federal government. 


Apparently all of this background was 
either misunderstood or overlooked when 
the Department of Revenue began using the 
same allocation fractions for corporate net 
income tax as for franchise tax. As a result, 
the matter was brought to the Board of 
Finance and Revenue on a petition for review. 


The taxpayer in the case before the board 
complained only of the allocation fractions 
in the corporate net income tax settlement. 
That was because they were the same as 
those used in the franchise tax settlement, 
but made no allowance for the portion of 
the year during which the company had no 
transactions in Pennsylvania. There was no 
complaint against the allocation fractions 
used in the franchise tax settlement, be- 
cause the tax was computed on the basis 
of the portion of the year during which the 
company operated in Pennsylvania. 


The board changed the allocation frac- 
tions for both taxes, using the fractions pre- 
viously prescribed for corporate net income 
tax settlements, but the franchise tax was 
computed for the entire year. Thus, what 
had originated as a device by the common- 
wealth for keeping inviolate the “net income 
returned to or ascertained by the Federal 
Government” became the approved method 
for determining the allocation fractions for 
foreign corporations entering Pennsylvania 
during the tax year. 


As previously explained, this method at 
best can be only approximately correct. 
There is nothing in either the franchise or 
corporate net income tax statutes that indi- 
cate that transactions that occurred prior to 
entering Pennsylvania can or cannot be used 
in the allocation fractions or that it is not 
‘ permissible to include income in the meas- 
ure of the tax that was earned before coming 
into Pennsylvania. However, if these pro- 
cedures result in the allocation of more of 
the valuation of the capital stock in the case 
of franchise tax and of income in the case 
of corporate net income tax than represents 
the value of the franchise exercised in Penn- 
sylvania during the period of operation in 
this state, it is hard to believe that the 
courts will approve the method employed. 


It is not difficult to see how such situa- 
tions may arise. As an example, take a real 
estate corporation that was organized in an- 
other state as of January 1, 1948, with 
paid-in capital stock of $100,000. However, 
no real estate was acquired until July 1, 
when a property was purchased in Pennsyl- 





vania for $100,000, at which time the com- 
pany qualified to do business in this state. 
The sum of $32,000 was invested in securi- 
ties during the first six months of the year 
and, upon liquidation, produced a short- 
term gain of $10,000 prior to entrance into 
Pennsylvania. During the six months ended 
December 31, 1948, and while the corpora- 
tion owned the property in Pennsylvania, 
gross receipts consisting of rents totalled 
$18,000, but the expenses of the property, 
including wages of $2,000, exceeded the rents 
by $1,000. Thus, the net income returned 
to the federal government was $9,000 for 
the year. 


The allocation fractions according to the 


rule adopted by the Board of Finance and 
Revenue would be as follows: 








50,000 * 
Tangible property: ———— = 50% 
2,000 
Wages and salaries: ——= 100% 
2,000 
18,000 
Gross receipts: = 30% 
60,000 
Total: 180% (60%) 








The franchise tax would be computed at 
the rate of five mills on sixty per cent of 
$109,000, or $327. If the company had or- 
ganized as a foreign corporation as of July 1 
and registered in Pennsylvania the same 
day, the tax would have been five mills on 
$109,000 for six months, or $272.50. Thus, 
the taxpayer was charged the sum of $54.50 
to cover the period during which no business 
was transacted in Pennsylvania. 


As for the corporate net income tax, the 
tax would be computed at the rate of four 
per cent on sixty per cent of $9,000, or $216, 
even though no profits were realized during 
the portion of the year that the company 
was in Pennsylvania. 

Quite obviously, the results are inaccurate 
in both instances. For this reason it seems 
that it should be only a matter of time until 
the matter will come before the courts. 


Claims for Refund 


(1) Statutory Period: The refund provi- 
sions appear in Section 503 of the Fiscal 
Code. As provided in this section, petitions 
for refund are filed with the Board of 
Finance and Revenue within two years from 
the date of the payment of the disputed tax 


* (6/12 of $100,000) 





466 May, 1950 «© TAX ES— The Tax Magazine 





anew a BR 


—fF 5s 


at! eee a —_ —_— ae. 2 ae 






he 
ur 
6, 
ng 
ny 


ite 
ns 
til 


vi- 








or the date of the settlement, whichever 
date last expires. The period, however, is 
one year if the issue concerns valuation and 
five years if the payment was made “under 
a provision of an Act of Assembly subse- 
quently held by a final judgment of a court 
of competent jurisdiction to be unconstitu- 
tional, or under an interpretation of such 
provision subsequently held by such court 
to be erroneous.” 


Thus, it is obvious that whenever a case 
is decided by the courts against the com- 
monwealth, taxpayers are given a chance 
within five years, instead of within two 
years, to recover taxes paid in good faith 
and which the courts decide were illegally 
collected. 


After an appeal is filed with the Dauphin 
County Court as provided in Section 1104 
of the Fiscal Code, counsel for the taxpayer 
has an opportunity of discussing the issue 
with the Attorney General’s office prior to 
trial. Frequently, agreements are reached 
and trial avoided. This is accomplished by 
entering into a stipulation for judgment, 
either in favor of the commonwealth or the 
taxpayer, as the case may be. The stipula- 
tion is filed with the prothonotary of the 
Dauphin County Court and terminates the 
proceedings. 


When cases are settled in this fashion, 
the judgment does not serve as a holding 
in the sense of enabling the five-year rule 
to operate. This question was decided by 
the Dauphin County Court in United Wall- 
paper Factories v. Wagner et al., 59 Dauph. 
345 (August 23, 1948). Undoubtedly, the 
commonwealth considers this factor when 
deciding whether to close a case by stipula- 
tion for judgment or by trial. 


(2) Formal Opinion No. 572: An attack 
on the five-year rule was made when, in 
Formal Opinion No. 572, issued on Novem- 
ber 25, 1947, the attorney general held: 


(a) That the two-year, and not the five- 
year, rule applies when the tax was paid 
after the case involving the issue at point 
was decided by the courts. 


(b) That a case relied upon is not a hold- 
ing as intended under the five-year rule if 
judgment was entered by the court after 
decision was rendered in favor of the tax- 
payer, pursuant to a filed stipulation, in 
which it was agreed to withdraw the 
exceptions. 


These questions came before the court on 
a mandamus action in Calgon, Inc. v. The 
Board of Finance and Revenue of the Com- 
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monwealth of Pennsylvania, 60 Dauph. 97. 
The Dauphin County Court decided on 
April 25, 1949, in favor of the taxpayer. 


As to the first point, the court decided 
that a “taxpayer is entitled to a refund of 
moneys erroneously paid to the Common- 
wealth under an interpretation of an Act 
subsequently held by a court of competent 
jurisdiction to be erroneous, provided that 
a Petition therefor is filed within five years 
of the payment.” Thus, it made no differ- 
ence whether the tax was paid before or 
after the decision. 


As to the second point, the court ruled 
that in the Bell Telephone Company case (55 
Dauph. 321), a final judgment was entered. 
Therefore, the technicality raised by the 
commonwealth, that the judgment entered 
was pursuant to an agreement to withdraw 
the exceptions, had no effect. 


In the Bell Telephone Company case, the 
taxpayer appealed from an interest settle- 
ment based on a tax deficiency arising from 
a resettlement giving effect to a change in 
income made by the federal government. It 
was computed at the rate of six per cent per 
annum from the date payment of the tax 
was originally due to sixty days after the 
tax settlement was made, and thereafter at 
twelve per cent. The Dauphin County 
Court entered judgment against the com- 
monwealth, which judgment was to become 
effective thirty days later unless exceptions 
were filed. While the exceptions were pend- 
ing, the legislature amended the Corporate 
Net Income Tax Act and provided that no 
interest is due on tax deficiencies arising 
from changes in income of the taxpayer by 
the federal government until thirty days 
after the report of change is due. 


This provision was practically the same 
as the conclusion of the court in the Bell 
Telephone Company case. As a consequence, 
the commonwealth entered into a stipula- 
tion with counsel for the taxpayer agreeing 
to withdraw the exceptions. The stipulation 
was presented to the court, whereupon an 
order was entered withdrawing the excep- 
tions and entering final judgment against 
the commonwealth. It was this judgment 
which the Attorney General ruled was not 
a holding as contemplated under the five- 
year rule. 

(3) Confession of Judgment: Another at- 
tack occurred when the Attorney General 
attempted to confess judgment against the 
commonwealth in the case of Commonwealth 
v. Central Railroad Company of New Jersey, 
57 Dauph. 255 (1946), affirmed by the Penn- 
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sylvania Supreme Court on January 5, 1948 
(358 Pa. 326). 


While the appeal was pending, the attor- 
ney general had written an opinion, holding 
that gross receipts of the type therein in- 
volved were not subject to the Pennsylvania 
Gross Receipts Tax. In order to confine 
any refund claims that might develop to a 
two-year period, the attorney general filed 
a paper with the prothonotary of the court, 
which purported to be a confession of judg- 
ment against the commonwealth, hoping by 
that process to terminate the appeal and 
thus prevent the court from entering final 
judgment against the commonwealth as con- 
templated under the five-year rule in Section 
503 of the Fiscal Code. 


The court held that the commonwealth 
has no authority to confess a money judg- 
ment against itself either under the common 
law or under any statute. The judgment 
was stricken off. Thereafter, the court de- 
cided the case on its merits and entered 
judgment against the commonwealth, with 
the result that the holding of the court made 
the five-year rule operative. 


(4) Consent Judgment: Not satisfied with 
this, the attorney general tried another 
scheme. This appears in Commonwealth v. 
First National Bank of Easton, decided by the 
Dauphin County Court on May 31, 1949. 
The case concerns itself with shares tax for 
the year 1939 in which the commonwealth, 
among other things not pertinent to the 
real point, disallowed the use of the actual 
or market value of assets in place of book 
values in determining the taxable value of 
the shares of the bank. While the case was 
pending and before trial, the commonwealth 
decided to change its position in respect to 
the appraisal of bank shares. So as to con- 
fine refund petitions to the two-year period, 
an attempt was made to settle the appeal 
by stipulation for judgment. Failing this, a 
confession of judgment, as in the case of 
the Central Railroad Company of New Jersey, 
supra, was entered with the prothonotary in 
favor of the taxpayer, to which the taxpayer 
took exception by petition to the court for 
a rule on the commonwealth to show cause 
why the judgment should not be stricken. 
That was in December, 1945. 


On July 24, 1947, relying on a prior deci- 
sion by the Dauphin County Court in the 
Central Railroad Company of New Jersey 
case, a decree was entered, striking off the 
judgment. 


The commonwealth appealed to the Penn- 
sylvania Supreme Court, but withdrew the 
appeal when the decision in the Central 


Railroad Company of New Jersey case was 
affirmed. That was in April, 1948. 


Thereupon, in October, 1948, the com- 
monwealth petitioned the court, and was 
granted a rule on the taxpayer to show 
cause why a judgment should not be en- 
tered against itself by consent. Obviously, 
the taxpayer would not agree to such a 
judgment, since, in the first instance, it had 
refused to enter into a stipulation for judg- 
ment and had resisted the commonwealth’s 


_attempt to confess judgment. To have 


agreed would in effect be limiting itself to 
refunds for only two years instead of five 
years if the case would be decided by the 
court in the normal manner, and judgment 
was entered that way against the common- 
wealth. 


The court in deciding on the rule took 
note that the commonwealth was in agree- 
ment with the contention ef the taxpayer 
regarding the amount of the tax that was 
due and was willing to concede the points 
originally raised, in part saying: 

“What the Commonwealth is attempting 
to do is to indicate to the court the type of 
judgment which it should enter in this case 
to the end that the Commonwealth’s posi- 
tion in possible future claims for refund may 
not be jeopardized.” 


The rule to show cause why a consent 
judgment should not be entered was dis- 
missed and judgment was directed to be 
entered in the usual manner. 


Reports of Change 
in Corporate Net Income 


Sections 7 and 8 of the Corporate Net 
Income Tax Act contain the provision re- 
lating to changes in the net income of cor- 
porate taxpayers. 


Under Section 7, the taxpayer is required 
to report all changes in net income previ- 
ously returned to the federal government 
within thirty days of the receipt of notice 
of such change. The commonwealth is re- 
quired to make a resettlement giving effect 
to such change, even if the change reflects 
an over-assessment of tax. 


In Section 8, the commonwealth is given 
the right within two years of the date of the 
settlement or at any time, if the net income 
of the taxpayer is changed or corrected by 
the federal government, to make a resettle- 
ment. 


This section also serves as the link with 
the procedural provisions in the Fiscal Code 
by providing as follows: 
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“The tax imposed by this Act shall be 
settled, resettled, and otherwise imposed 
and adjusted in the same manner, within 
the same periods of time, and right of re- 
settlement, review, appeal, and refund, as 
provided by law in the case of Capital Stock 
and Franchise Taxes imposed upon corpo- 
rations.” 


Thus, it would seem that Section 7 is 
intended to provide the procedure for mak- 
ing adjustments in the tax liability resulting 
from: changes made by the federal govern- 
ment which are reported to the common- 
wealth by the taxpayer, and Section 8 to 
provide the procedure for making adjust- 
ments due to other reasons. The period, 
however, is limited to two years unless the 
adjustments are caused by changes in the 
net income made by the federal government, 
in which event there is no time limit. 


In both Sections 7 and 8, the following 
identical provisions in respect to resettle- 
ments appear: 


“Whenever a resettlement shall have been 
made hereunder, the department shall re- 
settle the account according to law, and 
shall credit or charge, as the case may be, 
the amount resulting from such resettlement 
upon the current accounts of the corpora- 
tion with which it is made.” 


A form known as a “Report of Change 
in Corporate Net Income” is provided by 
the department of revenue for reporting all 
changes by the federal government. Until 
several years ago, taxpayers were permitted, 
in filing reports of change, to include revi- 
sions in the allocation fractions as well as 
the changes made by the federal government 
in the net income. It is difficult to ascertain 
the exact date, but sometime in 1947 the 
practice was changed. Not only were the 
issues in a report of change limited to the ad- 
justed income, but the Board of Finance 
and Revenue refused to consider new issues 
in petitions for review from resettlements 
giving effect thereto. 


Change in Practice 
in Abrasive Company Case 


The change in practice comes to light in 
Commonwealth v. Abrasive Company, No. 72, 
Commonwealth Docket 1944, decided by the 
Dauphin County Court on May 23, 1949. 
This case involved a.corporate net income 
tax report for the calendar year 1940 which 
was duly settled by the department of rev- 
enue and approved by the department of the 
auditor general on August 7, 1942. No peti- 
tion for resettlement was filed within ninety 
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days, as was provided in Section 1102 of the 
Fiscal Code, but on April 15, 1943, a report 
of change in corporate net income was filed 
with the department of revenue. 


This was prior to the passage of the Act 
of May 7, 1943 (P. L. 217), which removed 
from the prior act the requirement to file a 
petition for resettlement in addition to a 
corrected report. This is not mentioned in 
the opinion, and therefore it is unknown - 
whether a petition for resettlement was filed 
with the report of change. 


The report of change showed a reduction 
in the net income originally reported, and 
also revisions in the wages and salaries and 
gross-receipts allocation fractions. These 
revisions in the fractions were not due to 
the change in the net income returned to or 
ascertained by the federal government. A 
resettlement was duly made and approved 
on August 25, 1943, by the auditor general’s 
department, giving effect to the reduced in- 
come, but no changes were made in the 
fractions. 


The taxpayer filed a petition for review 
with the Board of Finance and Revenue on 
October 25, 1943, requesting use of the re- 
vised fractions. This petition was refused on 
January 6, 1944, from which refusal an ap- 
peal was taken to the Dauphin County Court. 


It should be noted that a petition for 
refund could have been filed with the Board 
of Finance and Revenue at any time prior 
to August 7, 1944. That is because it was 
within two years from the date of the settle- 
ment or payment of the tax, whichever date 
last expired, as provided by Section 503 of 
the Fiscal Code under the amendment of 
May 7, 1943 (P. L. 229), effective July 1, 
1943. Prior to this amendment, a petition 
for refund had to be filed within two years 
of the date of payment without regard to 
the date of settlement. 


The points at issue were: 


(1) Is the commonwealth, in the resettle- 
ment, required to give effect to the revisions 
in the allocation fractions which were not 
caused by the change in income? 

(2) Upon failure of the departments to do 
so, was the Board of Finance and Revenue 
required to make a resettlement giving effect 
to said revised fractions on a petition for 
review of the resettlement? 


The taxpayer contended that the making 
of a resettlement “according to law” pur- 
suant to the provisions of Section 7 of the 
Corporate Net Income Tax Act means that 
such a resettlement must be made according 
to the substantive provisions of the Corpo- 
rate Net Income Tax Act. Therefore, the 
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resettlement must correct any errors that 
might have been made in the original settle- 
ments, even though the error in the settle- 
ment was due to error in the original report. 
Accordingly, by making a resettlement in 
which the fractions are not correct, the com- 
monwealth made a resettlement which was 
not “according to law.” 


However, the court disposed of this con- 
tention, stating that the taxpayer had “con- 
fused a resettlement pursuant to a Report 
of Change as provided by Section 7, with a 
resettlement made pursuant to a Petition for 
Resettlement generally, as provided by Sec- 
tion 8(b) of the Act.” 


The court took the position that the pur- 
pose of a report of change is to show the 
net income as finally changed or corrected 
by the federal government and that a re- 
settlement under Section 7, in which effect 
is given thereto, should cover only the 
change in income. As to this point, the 
court said in part: 


“The sole purpose of the resettlement 
provided by Section 7 is to make such ad- 
justment in the tax of a corporation as may 
be occasioned by a change in income.” 


It might be taken from the above-quoted 
statement that the resettlement could cover, 
not only the revised income, but could also 
encompass the allocation fractions if the 
adjustments of the income or deductions by 
the federal government also affected the 
allocation fractions. 


The court pointed out that the taxpayer 
had two remedies, neither of which was 
used. One was a petition for resettlement 
under Section 1102 and the other a petition 
for refund under Section 503 of the Fiscal 
Code. Therefore, the court believed the tax- 
payer was attempting to accomplish by in- 
direction under Section 7 what it could no 
longer accomplish under Section 8. No con- 
sideration was given to the fact that the 
taxpayer was acting within the required time 
for filing a petition for refund when it filed 
the petition for review. 


There is no way of determining whether 
knowledge by the court that the taxpayer 
was in time for filing a petition for refund 
under Section 503 would have had any effect 
on the decision. However, it is apparent 
that two courses appeared to be simultane- 
ously open to the taxpayer. One was a peti- 
tion for review under Section 1103 and the 
other a petition for refund under Section 
503. The taxpayer chose the former. 


Since a remedy other than the one at- 
tempted was available to the taxpayer, it 
would not seem that an attempt was made 


to do by indirection what could not have 
otherwise been done. It should be noted 
that both a petition for review and a petition 
for refund are filed with the Board of 
Finance and Revenue. If by the taxpayer’s 
choice of one over the other, the common- 
wealth is permitted to refuse refund of the 
taxes in controversy, then it is only by 
reason of the barest of technicalities. 


As to the second point raised by the tax- 
payer, the court held that the Board of 
Finance and Revenue was not required to 
consider in a petition for review such issues 
which could not be raised in the first in- 
stance. The court had reference in this re- 
spect, not only to the report of change, but 
also to a petition for resettlement under Sec- 
tion 1102 of the Fiscal Code. The reason 
for pointing to a petition for resettlement is 
that the period of time for filing such a peti- 
tion has expired. Therefore, by filing a peti- 
tion for review from a resettlement made on 
a report of change, the taxpayer was in 
effect extending the time limit for seeking a 
resettlement. 


The taxpayer’s position for contending 
that the Board of Finance and Revenue had 
authority for making a resettlement on the 
basis of issues other than the federal changes 
was that Section 1103 of the Fiscal Code, 
governing petitions for review, places no 
limitation upon the questions that a tax- 
payer may raise or which the board may 
consider. However, the court was not con- 
vinced, that this also was not a means of 
extending the time limits of the taxpayer 
for adjusting its tax liability. Exceptions 
have been filed by the taxpayer and final 
decision by the Dauphin County Court is 
pending. 


Sterling Varnish Company Case 


In addition to the Abrasive Company case, 
other appeals have been filed, one of which 
is Commonwealth v. Sterling Varnish Com- 


. pany, No. 200, Commonwealth Docket 1948. 


In this case, the departments refused to in- 
clude in the resettlement, and the Board of 
Finance and Revenue refused to consider in 
a.petition for review, revised fractions ap- 
pearing in a report of change, even though 
these revisions resulted from changes in the 
net income made by the federal government. 
Probably the court will have a better op- 
portunity of judging the general problem 
after consideration has been given to the 
broader aspects which will be developed in 
the trial and argument of this later case. 


[The End] 
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LIFO’s 


“Dollar Value” Inventory 


A SEARCH BY A ST. LOUIS CPA FOR A DEFINITION BEGINNING 
WITH THE BASSE CASE, IN WHICH THE COMMISSIONER WITH- 


HELD ACQUIESCENCE OF THE INDEX 


. By JOHN J. LANG 





NDER DATE of November 2, 1949, the 

Treasury Department issued T. D. 5756, 
approving the application of the LIFO basis 
to the “dollar value” method of pricing in- 
ventories. The decision authorized this 
method as applicable to all taxable years 
beginning after December 31, 1938, and 
amended Regulations 111 and 103. The 
Treasury decision goes on further to make 
the LIFO method apply “to any other 
method of computation established to the 
satisfaction of the Commissioner as reason- 
ably adaptable to the purpose and intent of 
Section 22(d).” It also makes the provision 
that if the taxpayer elects under Code Sec- 
tion 22(d) to use the elective inventory 
method authorized by such section, the tax- 
payer’s opening and closing inventory shall 
be determined under Code Section 22(d) by 
the use of the appropriate adaptation. 


Notice and public procedure were not 
necessary under Section 4(a) of the Ad- 
ministrative Procedure Act “because the 
amendment made by this Treasury decision 
merely relieved taxpayers from a limitation 
applicable under existing regulations.” 

The Treasury decision does not explain 
what the “dollar method” of valuing inven- 
tories is, and considerable research in 
accounting literature does not reveal any 
presentation of this method. In income tax, 
it appears that the “dollar value” inventory 
method is applicable to a retail chain grocery 
business, and the conditions of its use are 
clearly set out in the “findings of fact” in 
the decision of the Tax Court of the United 
States in the case of Edgar A. Basse, CCH 
Dec. 16,264, 10 TC 328. These facts may be 

- summarized as follows: 


LIFO’s “Dollar Value” Inventory 





(1) Twenty-nine retail stores were sery- 
iced from one central warehouse. 


(2) Stocks at retail stores were kept at a 
minimum, and represented approximately 
one third of the total inventory. 


(3) Reserve stocks were carried in the 
warehouse. 


(4) New merchandise was so placed that 
older merchandise was moved out first. 


(5) A fairly constant quantity of mer- 
chandise was maintained at each store. 


(6) The inventory turnover was eight to 
ten times a year. 


(7) Prior to 1941, inventories were valued 
at cost. 


(8) The application for use of elective 
method (LIFO) for “all goods subject to 
inventory except goods and merchandise in 
the meat market departments.” 

(9) Beginning inventory at cost, $363,824.03 

(10) Ending inventory at cost, $457,704.57 

(11) Ending inventory at LIFO, $410,091.58 


Consisting of: 


(a) Meat department at cost. .$ 4,910.25 


(b) At stores at LIFO....... 132,077.28 
(c) At warehouse at LIFO.... 273,104.05 
$410,091.58 


(12) Merchandise in the warehouse con- 
sists of approximately 2,000 different items 
grouped into twenty-seven classifications. 

(13) The number of items in each classi- 
fication is varied, although they are closely 
related to each other. 
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(14) Each classification in the grouping 
was customarily placed or displayed in the 
store. 


(15) Physical inventory at December 31 
was made in the regular course of business 
by employees of the company. 

(16) Column headings of inventory sheets 
show: 

(a) Quantity on hand; 

(b) Contents, size, or type of container: 

(c) Description of merchandise; 

(d) Classification number; 

(e) Number of units in the quantity 
stated; 

(f{) Cost price per unit—representing the 
cost per unit of the last purchase made in 
1941 of such merchandise; 


(g) Total cost price of quantity on hand 
on December 31, 1941; 


(h) Cost price per unit of goods of the 
same grade, quality and brand in the in- 
ventory at December 31, 1940; 

(i) Total value of the quantity on hand at 
December 31, 1941, computed at the Decem- 
ber 31, 1940 cost price per unit of goods of 
the same grade, quality and brand; and 





(j) Article of grade and quality in clos- 
ing inventory (1941) not in the opening 
inventory (1940). 


The cost price used was the purchase 
price of the first article of that grade and 
quality purchased after December 31, 1940. 


Item 4 is important in that it discloses 
that while, physically, goods may move on 
the first-in, first-out principle, the pricing 
thereof may be on the last-in, first-out basis. 

The basic principles of the “dollar value” 
method of valuing inventory are outlined in 
items 16(f) to 16(j) inclusive. They may be 
summarized as follows: 

(1) The units in the inventory at the end 
of the period are priced at the cost per unit 
of the last purchase made in the current 
year of such merchandise. 

(2) The units are likewise priced at the 
cost price per unit of goods of the same 
grade, quality and brand in the beginning 
inventory. 


(3) If an article that was not in the begin- 
ning inventory is in the- closing inventory 
it is priced at the purchase price of the first 
article of that grade and quality purchased 
in the current year. 


The following figures illustrate the ap- 
plication of these pricing principles: 


(1) Units in both opening and closing inventories 








Current 1941 Price 1940 Price 
Price Amount Price Amount 
LOOO units Grade A... .. ow bec wes 10¢ $100 ¢ $ 90 
Z.u00 units Grade B ...... ... 6 cscesst 15¢ 300 14¢ 280 
$400 $370 
(2) Units in closing inventory—not in beginning inventory 
Current 1941 Price 1940 Price 
Price Amount Price Amount 
Carried forward— $ 400 $ 370 
3,000 units Grade C@......... rae 14¢ 520 12¢ 360 
January, 1941 price (12¢, first 
purchase) 
December, 1941 price (14¢, last 
purchase) 
4,000 units Grade D@ .............. 16¢ 640 18¢ 720 
January, 1941 price (18¢, first 
purchase) 
December, 1941 price (16¢, last 
purchase) 
LO ER ee ee Ree $1,560 $1,450 








1941 price index would be $1,560+$1,450 or 108% 
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Making the extensions of the units on the 
basis of the pricing plan outlined gives the 
following: 


(1) Inventory at end at December 31, 
1941 prices; and 

(2) Inventory at end at December 31, 
1940 prices or, where no quantities in the 


beginning inventory, then the first purchase 
in 1941 used. 


Two LIFO principles are illustrated here 
and are given application to, namely: 

(1) The comparison of the two extensions 
makes it possible to establish a price index 
of the increase or decrease in the price 
level existing between the beginning and 
ending inventories for applying this price 
index to any quantity increase in the inven- 
tory. This principle is recognized for tax- 


payers using the retail inventory method as 
outlined in T. D. 5605, March 4, 1948. 


(2) Computations are made on a depart- 
mental basis—in this instance, twenty-seven 
department classifications. 


The application of these principles to de- 
partments is illustrated for two departments 
to take care of the following conditions: 


(1) Where the closing inventory aggre- 
gate value of the classification computed at 
the beginning inventory cost exceeds the 
value computed on the basis of the closing 
inventory cost; and 


(2) Where there was no increase in the 
inventory value in a classification. 


The following illustration shows the man- 
ner in which recognition is given to the price 
index change where there is an increase in 
the inventory: 





Classification LIFO 
Canned Vegetables and Cost Price As of Inventory 
Vegetable Juices 12-31-41 12-31-40 Per Cent Value 
Opening inventory ...... $43,221.29 100 
Closing inventory ....... $53,395.40 $47,491.48 112.43 
Opening inventory ...... 43,221.29 160 $43,221.29 
1941 increase ........... $ 4,270.19 112.43 4,800.97 
DON 83 side Sus SRS A eee Sh ey Co $48,022.26 
$53,395.40 


112.43% obtained by ————— 
$47,491.48 


Comparison is made on a dollar basis 
without regard to: 


(1) Whether the closing inventory con- 
tains the same items as were contained in 
the opening inventory or 


(2) Whether the increase in cost was 
predominantly due to one or more of the 
items in the classification. 


It will be seen that the development of 
the price index is based upon the individual 
taxpayer’s actual experience and makes no 
attempt to use general statistical price in- 
dices such as are promulgated in connection 


= 112.43% index % 





with the retail-inventory method, namely, 
the Bureau of Labor Statistics’ Department 
Store Inventory Price Indexes which at the 
present time provide for ten different classi- 
fications. 

The second illustration deals with the 
situation in which the inventory decreased 
during the year. Here, again, the same pro- 
cedure was followed in establishing the 
price-index relationship existing in the 
closing inventory. The method of com- 
puting the dollar inventory on the LIFO 
basis is as follows: 


LIFO 
Cost Price As of Inventory 
12-31-41 12-31-40  PerCent Value 
Opening inventory ...... $13,764.86 100.0 
Closing inventory ....... $ 9,083.49 7,771.06 116.89 
Opening inventory ...... $ 7,771.06 100.0 $ 7,771.06 


LIFO’s “Dollar Value” Inventory 

















Since the closing inventory at December 
31, 1941, valued at cost, amounted to $9,083.49 
and at cost prices at December 31, 1940, 
amounted to $7,771.06, the price level at De- 
cember 31, 1941, was 116.89 per cent of 
the December 31, 1940 price level. 


It is to be observed here that a funda- 
mental LIFO principle has been applied, 
namely, that in the event that the original 
base LIFO is reduced at the end of any 
subsequent accounting period the taxpayer 





sequent LIFO inventories. The only excep- 
tion to this has been, during the war years, 
in connection with involuntary liquidation of 
inventories which were subsequently replaced. 

The Tax Court’s statement of facts also 
shows a recapitulation of the warehouse in- 
ventory classified into twenty-seven groups 
as between edibles and inedibles. The table 
below shows this information. The num- 
ber of items in each group has been shown 
where this information was shown in the 





loses the benefit of the original base, and “statement of facts,’ also those classifica- 
his reduced base becomes the basis for sub- _ tions showing decreases in inventory. 


SUMMARY OF WAREHOUSE INVENTORY 
“DOLLAR VALUE” INVENTORY LIFO BASIS 


Class 

No. Items Description—EDIBLES Value 
1 158 Canned Vegetables and Vegetable Juices.................... $ 48,022.26 
*2 I ig. gh BES y. 5 ar Siidset ui cstu fol, cialw-cWWike Dea aidloctewie ales Ox 7,771.06 
3 I os assendonara sd auth alae. RES Si SIS Wal SISa 12,065.93 
4 185 Commed Prete and Pruit Juices... ... 2.2... 2. cc cccccccccdess 58,528.11 
4a IN 2 c5 ole pads ger aot chs sont bdinn entered te a oP es 5,232.43 
5 2 RNG SSE Sees is Sete One we eS ners ne entire Te 14,693.88 
*6 195 I cM 5. cos BD OR on tol ok Se oe ea 16,568.38 
*7 Bo ee ee ene 5,226.40 
8 OEE CANN TOONS 5 ooo ik cd cand Se bvevcesoecickeess 3,487.37 
*9 i a cin i ale alee degen nuw enw WA 4,979.04 
10 Dry Beans, Peas, Rice and Popcorn ....... ................. 3,626.52 
*11 PR ins RR SS RNS Rae ol ACT ea a er On SO ee a ee ae 2,930.54 
12 6 Beverages and Beverage Ingredients ........................ 519.16 
13 ES ae a ee 8 a ce Ag. le B0  Dinahalle easlorg sawemricehick 3,431.81 
14 IS 18 IN 0 Sia RAD od cea see Sani cey Coat Ee 3,175.43 
*15 I LN ad a rat a et 8,781.05 
16 TEESE LT eR Ne ee yt ne Teg eg 4,318.94 
17 Desserts, Gelatine Products, Powdered Desserts, ae 3,678.25 
18 ae eee che tcivechoeures 690.17 
19 I ha a tk at be wae 5,012.89 
*20 Spaghetti, Macaroni and Noodles .......................... 1,940. 74 








pocpe ORR, che 8 sc) 8 5 ere $214,680.36 
* 6-7-9-11-15-20 No increase in closing inventory. 
Class 
No. Items Description—INEDIBLES Value 
21 123 Soaps, Cleansers and Laundry Products.................... $ 44,326.29 
*22 i as ia ei Shak cig ging baat 5,938.98 
*23 Insecticides and Disinfectants .............................. 739.78 
24 4 RR ld als ee rae ec nC ge 798.19 
*25 TE no bce eae hee tet eg Som ie a WS 4,275.57 
26 PINE 5. ecstasy 2,344.88 
eet ME oo Be Bi kt. P.-E eee! $ 58,423.69 
* 22-23-25 No increase in closing inventory. 
RECAPITULATION 
Cost Price as of 
12-31-41 12-31-40 LIFO 
NN el woe kino ee 8 $214,680.36 
INEDIBLES ... 58,423.69 


$304,149.22 $267,511.54 $273,104.05 
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From this exhibit it will be noted that only 
the final LIFO values were shown without 
showing for each class number the cost 
price as of December 31, 1941, and Decem- 
ber 31, 1940. However, the aggregate figures 
for these dates were shown in the statement 
of facts as tabulated below: 


(1) Warehouse inventory—De- 
cember 31, 1941, at 1941 


RE re eres $304,149.22 
(2) Warehouse inventory—De- 

cember 31, 1941, at De- 

cember 31, 1940 prices.. 267,511.54 


(3) Price index $304,149.22+ 
$267 ,511.54=113.70% 


In order to obtain the average price-index 
figure for the year 1941, the total cost price 
of the inventory as of December 31, 1941 
($304,149.22), was divided by the cost price 
as of December 31, 1940 ($267,511.54), to 
obtain an average price index of 113.7 
per cent. This figure was used in connec- 
tion with the determination of the LIFO 
value of the retail inventory in the twenty- 
nine retail stores, constituting one third of 
the total inventory. The facts disclose that 





a fairly constant quantity of merchandise 
was maintained in the retail stores. Conse- 
quently, the inventories at stores were not 
broken down into the twenty-seven group 
classifications. 

In the retail stores, the regular retail- 
inventory method was used, each item being 
listed at the selling price and the selling 
price then being reduced by the amount oi 
the “mark-on” to obtain the cost of the 
inventory at December 31, 1941. To reduce 
this inventory to the LIFO basis, the fol- 
lowing procedure was followed: 

(1) Inventory at December 31, 1941, was 
reduced to December 31, 1940 prices by the 
application of the average percentage of the 
increased cost of all classifications in the 
warehouse stock between December 31, 
1940, and December 31, 1941, viz. 113.70 
per cent. 


(2) The excess of the closing inventory 
at December 31, 1940 prices over opening 
inventory at the same prices was valued by 
increasing it by the average percentage of 
the increased cost of all groups in the ware- 
house stock. The following is a tabulation 
of the figures: 





LIFO 
Aggregate Cost Price As of Inventory 
Retail Stores Inventory 12-31-41 12-31-40 Per Cent Value 
Opening inventory...... $120,932.09 100 $120,932.99 
Closing inventory....... $148,645.10 130,734.48 113.7 
1941 increase in inventory $ 9,801.49 213.7 11,144.29 
LIPO mventory value, retail stores... 2. 6.66 6) Sboe eau. $132,077.28 
This tabulation shows: Beginning Base... ........65: $120,932.99 
(1) Opening inventory, Decem- Increase during the year..... 11,144.29 
ber St, FOOD... ......... $120,932.09 
(2) Closing inventory, Decem- ee . : 
ber 31. 1941 $148,645.10 Closing inventory value...... $132,077.28 


Applying the price-index figure of 113.7 per 
cent to the $148,645.10 produces a figure of 
$130,734.48, representing the closing inven- 
tory valued at the same price level existing 
at December 31, 1940. The figure of $9,802.39 
represents the quantity increase in the 
closing inventory over the beginning inven- 
tory. The index figure applied to this 
amount gives a LIFO basis of $11,144.29 
representing the quantity increased, adjusted 
for the price-index change. Thus, the clos- 
ing inventory on a LIFO basis is made 
up of: 


LIFO’s “Dollar Value” Inventory 


Summary 


Whether the Commissioner will issue an- 
other Treasury decision setting forth the 
principles to be applied in the application 
of the LIFO method to the “dollar inven- 
tory” basis, remains to be seen. However, 
it would seem that the principles set out by 
the Commissioner as applicable to the LIFO 
method to retail inventories seem to be fol- 
lowed by the taxpayer Edgar A. Basse, and 
apparently no objection was raised to such 
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method by the Commission in the trial be- 
fore the Tax Court. The Commissioner has 
acquiesced in the Edgar. A. Basse case 
(I. R. B. No. 5, March 6, 1950), specifically 
stating, however, that such acquiescence 
“dces not relate to the index used in deter- 
mining the amount of the retail stores in- 
ventory.” 


The basic principle followed was to estab- 
lish a price-index figure to measure the 
change between the beginning and end of 
the year. The taxpayer applied this index 
figure in the same manner as the Commis- 
sioner has set out in T. D. 5605, March 4, 
1948, Mimeograph 6244, March 9, 1948. 


Instead of using the price-index figure 
of the Bureau of Labor Statistics now pub- 
lished only for department stores, the tax- 


payer established his own. The Commissioner 
in his rules covering the retail-inventory 
method permits the individual taxpayer to 
prepare index numbers on his own data on 
prices and inventory quantities, provided 
sound statistical methods assuring reliable 
indices have been employed. In the instant 
case this condition seems to have been met. 


The innovation presented in this case is 
the application of the index number to the 
warehouse inventory. This, however, seems 
to present no violation of the fundamental 
principle of the LIFO method, namely, 
avoidance of taking up a profit (due to a 
rise in prices) on inventories carried at the 
beginning of a period still held at the end 
of the period. [The End] 





STOCK-RETIREMENT AGREEMENTS—Continued from page 426 





Choice of Beneficiary 


Mr. Danzig says that the insurance 
should, if possible, be made payable to the 
decedent or his designee and, also, that 
“since the insurance is includible in the 
estate of the deceased shareholder in any 
event, addition of clauses giving the insured 
the right to change the beneficiary, borrow 
on the insurance, etc. can do no harm” (at 
page 217). Obviously, if the suggestion 
were followed, the insurance proceeds would 
be includible in the decedent’s estate but, 
as noted above, this ordinarily would make 
no difference in the amount of tax payable. 
The real difficulty with the suggestion is 
that it is based on the premise that the 
premiums are constructive dividends, If, 
as we believe, this premise is unsound, then 
to follow the suggestion would be to 
abandon the stock purchase as a corporate 
transaction and to invite taxation of the 
premiums as constructive dividends.* But, 
apart from these tax points, there are prac- 
tical reasons why the insurance should be 
payable to the corporation and the incidents 
of ownership should be retained by it. 


If the proceeds are payable to the cor- 
poration it can hold them until decedent’s 
stock is turned over. On the other hand, 
if the proceeds are payable to the decedent’s 


*Making the insurance payable to the cor- 
poration does not necessarily mean a sacrifice 
of the income-tax-free options. Various meth- 
ods have been suggested whereunder the cor- 
poration remains the beneficiary of the 
insurance, or at least the primary beneficiary, 
but nevertheless the possible use by the deced- 
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estate, the estate is in effect a seller who kas 
been paid in advance. It is in an excellent 
strategic position to exploit any grievances, 
real or imaginary, against the corporation 
or the survivor, Then too, having the in- 
surance money payable to the decedent’s 
estate, subjects it to the claims of his cred- 
itors who may also seize his stock. (White, 
op. cit., page 347, et seg.) Finally, to allow the 
insured stockholders to pledge the policies 
or to borrow against them is to undermine 
one of the principal purposes of the stock- 
retirement agreement, namely, to make cer- 
tain that when the decedent dies, funds will 
be available to pay for his stock. 


Conclusion 


With respect to stock-retirement agree- 
ments, implemented by insurance, in the 
usual situation involving stockholders who 
are active in the management, the premiums 
are not constructive dividends and the pro- 
ceeds are not includible in the estate of the 
decedent if the insurance is paid for, owned 
by and payable to the corporation. If the 
premiums are paid by the corporation, then 
there are practical as well as tax reasons 
why the insurance should be owned by and 
be payable to the corporation. [The End] 
ent’s widow of the income-tax-free options is 
preserved. (Op. cit., issued by Northwestern 
Mutual Life Insurance Company, p. 40, et seq.) 
But the tax advisability of such arrangements 
are regarded by some as uncertain. (Laikin, 


Death, Taxes and Your Business, p. 37; Hirst, 
op. cit., 25.) 
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TAXATION OF INCOME 


IN BLOCKED CURRENCY 


THE INSECURITY OF CURRENCIES STEMS FROM THE UNCERTAINTY OF 


PEACE IN 


THE WORLD—ALL OF WHICH 


MAKES TAXATION OF THIS 


INCOME AN EVER-PRESENT PROBLEM ..........By MARCEL KLARMANN 


CPA, New York City 





“N HIS BOOK, Foreign Exchange Practice 
and Policy, Professor Frank A. Southard 
gives the following definition of blocked 
exchange: “foreign matured claims against, 
or deposits or securities within, a given 
country which the foreign owner is not per- 
mitted freely to convert into foreign ex- 
change.” 


Applying this definition to the present 
world situation, it can be stated that by 
far the greatest part of foreign currency 
is not freely convertible into United States 
dollars. In most countries the central bank 
or some other institution has the monopoly 
of trading in foreign currency, and the ex- 
port of domestic or foreign currency without 
permission, as well as the transfer from or 
to a foreigner within the country, constitutes 
a criminal offense. Just now the Philippine 
Government has been added to the list of 
countries with a blocked currency. 


As many American taxpayers have in- 
come in such countries, derived from invest- 
ments, business or labor, the question of the 
taxability of this kind of income arises. 


Foreign currency, whether free or blocked, 
is not money so far as the United States 
tax law is concerned. It is a commodity, 
ordinarily a capital asset.7 “The dollar 
constitutes for us the norm of our values. 

Our tax law does not measure assets 
in terms of marks, francs or kronen, any 
more than in terms of wheat or pig iron.... 
income accrues to [an American corporation] 

. only in terms of dollars.” * The tax rates 
are applied to amounts of income expressed 
in terms of dollars. 


The value at which foreign currency, re- 
ceived as income, is to be included in taxable 
income is, as in the case of other property, 
its fair market value® It would be easy to 
determine the fair market value of a blocked 
currency if the official rate of exchange could 
be applied. This official rate is the one at 
which the central exchange institute, en- 
dowed with the monopoly of trading in for- 
eign exchange, buys and sells. But it sells 
foreign exchange only when payments aris- 
ing out of permitted imports or other specified 
transactions are to be made. It ordinarily 
does not sell foreign exchange—in our case, 
doilars—for domestic currency representing 
income from investments or labor within its 
jurisdiction. Therefore, the American tax- 
payer who has been credited with such 
blocked currency can realize dollars only 
when he can turn to some other market. 


Often there is no market, i. e., no buyer 
willing to pay dollars within the United States 
for blocked currency; sometimes there may 
be a qualified market, as where the foreign 
currency, deposited with a bank in the for- 
eign country, is bought and sold in the 
United States against dollars, but where 
such transaction is dependent upon the per- 
mission of the foreign central institute. 
There also may be a currency black market 
—a market forbidden by the law of the for- 
eign country—especially in monetary bills 
which have somehow found their way into 
the United States and will eventually find 
their way back into their native country. 


There are other ways of enjoying income 
in blocked currency. It can be expended 


2 Frederick Victor & Achelis v. Salt’s Textile 


1‘*There is no provision in the Code which 
precludes foreign currency from being classi- 
fied as a capital asset.’’—I. T. 3810, 1946-2 
CB 55. 


Income in Blocked Currency 


Manufacturing Company, 1 ustc { 274, 282, 26 
F. (2d) 249. 

3 Code Sections 115 (j), 111 (b); Regulations 
111, Section 29.22 (a)-3. 
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for living purposes within the foreign coun- 
try; it can be used for investment, for pay- 
ing debts and for making gifts within the 
foreign country. Such enjoyment is a form 
of realization of taxable income‘ apart from 
the question of whether the currency re- 
ceived has a fair market value or not. Here 
the further questions of potential or possible 
enjoyment and the amount of taxable in- 
come will arise. 


Blocked Currencies 
with No Fair Market Value 


In the case of International Mortgage & 
Investment Corporation; the taxpayer had in- 
vested prior to 1931 large dollar amounts 
in German mortgages at less than face value. 
Before and after July 13, 1931—the date on 
which accounts of foreigners were blocked 
by German law—the agents of the corpora- 
tion received repayment, in marks, of a 
number of mortgages, which repayment ex- 
ceeded the cost of the mortgages as expressed 
in marks. The Commissioner applied the same 
rate of exchange to the proceeds as to the 
cost, and included the excess in taxable 
income. 


The court distinguished between the 
amounts received prior to July 13 and those 
received after that date. It stated that the 
funds received prior to July 13 were not 
restricted at the time received but were 
freely negotiable, convertible and transfer- 
able. Income was earned and realized, al- 
though some of the marks were allowed to 
remain in German banks until they became 
blocked on July 13. The court declared that 
“the blocking of the marks on deposit on 
July 13 might have resulted in a loss to the 
taxpayer” but that the evidence did not show 
‘any loss and the pleadings on this point 
were not satisfactory. 


As to the amounts received after July 13, 
it was stated that there was no market in 
1931 for the restricted marks and that no 
one could form an opinion as to their value 
at that time. The petitioner did not receive 
permission to dispose of any of its blocked 
marks until after 1931. “None of the marks 

. could be. removed from Germany. . 
The dollar equivalent of those marks could 
not be obtained. The petitioner did not have 
unrestricted use and enjoyment of the marks.” 
As income for federal income tax purposes 
is measured only in terms of dollars, the peti- 


tioner was considered as having had no gain in 
1931 from the receipt of the blocked marks. 


In the case of United Artists Corporation 
of Japan, the Japanese Government had re- 
stricted, in 1937, to 1,000 yen a month, the 
amount of Japanese yen which could be ex- 
ported without a special permit, and in De- 
cember, 1937, the maximum was further 
reduced to 100 yen. The Commissioner in- 
cluded in taxable income for 1938 and 1939 
the amounts of blocked yen received by the 
United Artists Corporation. The court, 
overruling the Commissioner, held that the 
case was governed by the opinion in Jnter- 
national Mortgage & Investment Corporation 
and that the taxpayer “did not have the 
unrestricted use and enjoyment” of the 
blocked yen. 


In the 1938 case of Stuart, James & Cooke, 
Inc.,’ the petitioner had rendered engineer- 
ing services to a Russian government trust. 
It was compensated partly in United States 
dollars and partly in Russian rubles. The 
rubles were used for compensation of the 
petitioner’s employees in Russia, who in 
turn used them for living expenses. The 
rubles received as income exceeded the 
amounts used for the specified purposes, and 
were included in taxable income by the 
Commissioner at an exchange rate used by 
the petitioner in its balance sheet. The Board 
of Tax Appeals stated in a memorandum de- 
cision, that the petitioner could not make 
use of the excess rubles, that it was a crimi- 
nal offense to take rubles out of Russia or 
to sell the rubles. Relying upon the decision 
in the International Mortgage & Investment 
Corporation case, the Board held that the 
rubles, which were restricted as to use and 
which could not be converted into dollars, 
should be eliminated from taxable income. 


Blocked Currencies 
with Fair Market Value 


It may seem diffiult to understand how a 
blocked currency, which is not freely con- 
vertible into dollars, could have a fair mar- 
ket value. The explanation is to be found 
in the provision of most blocking laws which 
allow the use of the blocked currency within 
their country for specified purposes, and also 
allow the transfer of a claim in blocked 
currency from one foreigner to another, such 
transfer. generally requiring a special per- 
mission. For claims of this sort a market 
may develop, the exchange rates of which, 





‘Helvering v. Horst, 40-2 ustc { 9787, 311 
U. S. 112. 
’ CCH Dec. 9691, 36 BTA 187. 
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®CCH Dec. 13,990(M). 
™CCH Dec. 12,829, 47 BTA 673. 
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expressed in dollars, are naturally lower 
than the official rates at which the central 
foreign-exchange institute buys and sells 
dollars. The market price found on a mar- 
ket of this kind has been applied by our 
courts in two decisions to determine, in 
dollars, the cost of securities purchased with 
blocked currency and the amount realized 
from securities exchanged into such cur- 
rency. In both cases the fact that special 
permission was required to convert the for- 
eign exchange into dollars was considered 
irrelevant because the taxpayer had made 
no effort in this respect. 


In the case of Credit and Investment Cor- 
poration the petitioner, in 1926, had invested 
dollars in the bond of a German corpora- 
tion; subsequent to the loan, the German 
currency was blocked. The debtor repaid 
the loan in 1935 by paying marks at the 
official rate into a blocked account for the 
petitioner. These blocked marks could be 
used, without special permission, for pur- 
chasing German securities listed on a Ger- 
man stock exchange. The petitioner used 
the greater part of the blocked marks for 
the acquisition of certain German shares 
which were sold in 1936. The question un- 
der dispute was the cost basis in dollars 
of the shares acquired in 1935. The com- 
missioner determined that the cost of the 
securities was the fair market value of the 
blocked marks used in their purchase, or 
$0.1437 per mark, which was the price at 
which blocked marks were quoted on the 
market in New York at the time the pur- 
chase was made. The official Berlin rate at 
that time was about $.40 per mark and the 
petitioner contended that this rate should be 
used to determine the cost of the securities. 
The court stated that the marks with which 
the securities had been purchased were not 
“free” but “blocked” marks which had the 
fair market price indicated above on the 
New York market. As to the contention 
that no fair market value existed in 1935 
because special permission was required for 
the transfer, the court pointed out that no 
endeavor was made by the petitioner to 
transfer the blocked marks in question, al- 
though it had succeeded in transferring 
other amounts in 1935. The decisive distinc- 
tion between this case and the International 
Mortgage & Investment Corporation® case is 
found in the fact that in the latter case (a) 
the petitioner could not obtain permission and 
was unable to transfer marks and (b) there 
was no market for restricted marks in 1931. 


® Footnote 5, supra. 
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In the case of Edmond Weil, Inc. v. Com- 
missioner, the petitioner was the owner of 
5,000 shares, or fifty per cent, of the stock 
of a Brazilian corporation. In 1939 the 
corporation was dissolved and a limited 
partnership was formed by the other stock- 
holders of the corporation. The petitioner 
transferred its 5,000 shares, valued at 750.000 
reis, to the partnership and became a credi- 
tor of the partnership for this amount of 
750.000 reis. At that time, the Brazilian 
currency was blocked and all transactions in 
foreign exchange, as well as transactions in 
Brazilian currency by foreigners, were al- 
lowed only by permission of the Bank of 
Brazil. The cost of the 5,000 shares in dol- 
lars was undisputed, and the main question 
was if and to what extent an amount, ex- 
pressed in dollars, was realized by the trans- 
action. The petitioner had contended that 
there was no taxable gain since it “could 
not export the gain to the United States.” 
The Tax Court stated that there was no 
absolute prohibition against the exportation 
of capital from Brazil, that the petitioner 
had at no time made an effort to take its 
capital out of Brazil and that its investment 
in the partnership had been profitable at 
all times. The court applied to the 750.000 
reis, not the “official” rate of $0.06058, but 
the “commercial” rate of $0.0510, and stated 
that a taxable gain was realized equal to 
the difference between the dollar amount 
arrived at in this way and the dollar cost of 
the 5,000 shares. 


The Circuit Court of Appeals, Second Cir- 
cuit, affirmed this decision, using the reasons 
of the Tax Court. But it added that even 
if the taxpayer could not have exported its 
gain to the United States, i. e., even if it 
had endeavored to do so without success, 
the gain would be taxable. In such a case 
it would have to be determined by “some 
other basis for .:easuring’” than current 
rates of exchange—“just as [was done]... 
in Eder v. Commissioner of Internal Revenue 


[43-2 ustc 7 9519], 2 Cir., 138 F. (2d) 27.” 


Blocked Currencies 
with Economic Value 


There seems to be no doubt that income in 
blocked currency which is used for living 
purposes within the blocking country con- 
stitutes taxable income regardless of whether 
or not the currency has a fair market value 
in the United States. In the words of 


®CCH Dec. 14,094(M), 3 TCM 844 (memo. 
op.); aff'd 45-2 ustc { 9377, 150 F. (2d) 950 
(CCA-2). 
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Helvering v. Horst,” the income is being 
realized by its procuring satisfaction of the 
taxpayer’s wants. One decision treating such 
a situation—S. E. Boyer"—does not quite 
fit into this category because both the English 
pounds and the French francs which Boyer 
received as an American officer while on 
duty in Europe had both an official and a 
market rate of exchange. In the case of 
Eder v. Commissioner, supra, the Circuit Court 
considered Colombian income in blocked 
currency, for which no market value was 
established, as taxable. Among other rea- 
sons—which will be discussed hereafter— 
the court stated that the taxpayer, who lived 
for some time in Colombia, must actually 
have needed to expend some pesos in Co- 
lombia during a portion of the taxable year. 
The exchange rate to be used, according to 
the Circuit Court, was the proportionate pur- 
chasing power of the dollar in the United 
States and the blocked peso in Colombia, 
found in the respective price indices of both 
countries. The Tax Court had the task of 
determining such relative purchasing power. 
It did not give the details of its computa- 
tion.” It stated only that the petitioner in- 
troduced evidence of the variable between 
the prices at which the same or similar foods 
and other commodities, commonly used by 
citizens of this country living in Columbia, 
sold in the United States and Colombia. In 
addition, it heard the testimony of a bank 
officer and arrived at an exchange rate of 
one half the official rate. 


No case has been decided where blocked 
currency having no market value has been 
used for making a gift within the blocking 
country. Under the reasoning in Helvering 
v. Horst it is probable that such use will be 
considered as equivalent to spending for liv- 
ing purposes. 


Foreign Currency 
Used in Foreign Country 


The problem is more difficult when 
blocked foreign currency, which is not tax- 
able because it has no fair market value at 
the time of receipt, is used for business or 
investment purposes within the foreign coun- 
try. The decision in Edmond Weil Inc. v. 
Commissioner™ mentioned in passing that 
the investment in the foreign. partnership 
was profitable at all times, and in that same 
case the Circuit Court considered the gain 


7 CCH Dec. 16,175, supra, footnote 4. 
19 TC 1168. 

22 CCH Dec. 13,935(M), 3 TCM 460. 

13 Supra, footnote 9. 


realized by the sale of stock in Brazil as 
taxable regardless of the possibility of trans- 
ferring such gain to the United States. 


In two cases the Tax Court has consid- 
ered business-income, which was earned in 
blocked currency but not, or not yet, dis- 
tributed to the taxpayer as taxable income. 
Although the decisions are based upon spe- 
cial provisions of the law, their real meaning 
—expressed by the Circuit Court and indi- 
cated by the Tax Court in the second case— 
is in the fact that the income received had 
been realized by leaving or reinvesting it in 
the business from which it was derived. It 
can be shown that this reasoning applies not 
only to the special cases decided by the Tax 
Court—income from foreign personal hold- 
ing companies and from partnerships—but 
to all business income. 


In the case of Phanor J. Eder.“ the peti- 
tioners were shareholders in a Colombian 
company which was undisputedly a foreign 
personal holding company. A part of its 
1938 Supplement P net income, as defined 
by Code Section 336 was distributed in divi- 
dends, but the greater part was not distrib- 
uted. During 1938 exchange restrictions in 
Colombia prevented the transfer out of Co- 
lombia of currency in excess of certain fixed 
amounts; the spending or investment of 
pesos within Colombia was not forbidden. 
Under Code Section 337 the Commissioner 
taxed to the petitioners the proportionate 
share of the undistributed net income con- 
verted into dollars at the official rate. The 
chief contention of the petitioners was that 
the tax on undistributed income under Sup- 
plement P is based upon the theory of con- 
structive receipt of assumed distributions, 
and that, since the petitioners in the United 
States could not have transferred distribu- 
tions from the Colombian company because 
of the existing exchange restrictions, they 
did not constructively receive the assumed 
distributions of earnings of that company. 
The court stated that pesos could have been 
legally distributed to or for the account of 
the petitioners in Colombia and that those 
pesos could legally have been invested there. 
The court followed the Commissioner and 
based its decision on the specific legislation 
of Supplement P, which taxes “assumed 
distribution” regardless of actual distribution. 


The theory of specific legislation, later ap- 
plied on a foreign partnership case * discussed 
144 CCH Dec. 12,577, 47 BTA 235. 


1% Max Freudmann et al., CCH Dec. 16,379. 
10 TC 775. 
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hereafter, has been criticized,” and the criti- 


cism appears to be justified. Supplement P 
net income, as well as partnership income, 
is substantially the same as net income de- 
fined in Sections 21, 22 and 23 of the Code. 
If the court taxes the undistributed income 
of a foreign personal holding company or 
of a partnership as assumedly distributed, it 
must first be shown that the foreign income 
in blocked currency constituted taxable in- 
come so far as the United States taxpayers 
are concerned. If an actual distribution 
would not have created taxable income to 
the distributee shareholders or partners—as 
under the facts in International Mortgage & 
Investment Corporation, United Artists Corpo- 
ration of Japan™ or Stuart, James & Cooke, 
Inc.—then an assumed distribution could not 
turn such nontaxable income into taxable 
income. 


The Circuit Court, which affirmed the 
decision of the Board in the Eder case, supra, 
as to taxability, although not as to the 
amount to be taxed, used a fundamentally 
different method of approach. It stated that 
even if it is assumed that the owner of 
blocked pesos could not have sold them for 
dollars to citizens of Colombia who wished 
to invest or spend them in Colombia, there 
can be no denying that the taxpayers could 
have invested or spent the blocked pesos in 
Colombia and, as a result, could there have 
received economic satisfaction. 


Actually the taxpayers not only could have 
received, but did receive, economic satisfac- 
tion, partly from the pesos expended during 
Mr. Eder’s stay in Colombia, but chiefly 
from the undistributed pesos which remained 
in the Colombian business. The nondistribu- 
tion of earnings constitutes their reinvest- 
ment in the business from which they derive. 
In this respect the criticism in Sidney L. 
Robert’s article™® does not seem justified. 
The article assumes the hypothetical case 
that a foreign personal holding company 
earns two pesos and declares a dividend of 
one peso, which is credited to the blocked 
account of an American; it is further as- 
sumed that the credit to the blocked account 
does not constitute taxable income according 
to the International Mortgage & Investment 
Corporation case. The article concludes that 
under the doctrine of “special legislation” it 
would be contrary to the statute to tax the 
undistributed dollar and to declare nontax- 
able the dollar distributed as dividend. But 


16 Sidney I. Roberts, ‘Effect of Blocking of 
Currency on Gain or Loss,’’ Proceedings of 
New York University Seventh Annual Institute 
on Federal Taxation (1949), p. 1224. 
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applying the theory of economic satisfac- 
tion this result would be neither illogical nor 
unsatisfactory. The peso in the blocked 
account has—according to the assumption— 
no value whatsoever, but the peso remaining 
in the business continues to function eco- 
nomically and to preserve its earning power. 
To put it another way, one part of income 
in blocked currency has been realized by 
investing it within the blocking country. 


As to the dollar-value of the undistributed 
blocked pesos, the Circuit Court refused the 
application of the official rate (“free pesos”) 
and suggested that the value be measured 
on the basis of the respective price indices 
in the United States and Colombia or any 
other available legitimate basis. By using 
the term “legitimate,” the court may have 
implied that no use should be made of any 
existing black market, which was contrary 
to the laws of Colombia. As mentioned 
above,” the Tax Court considered the vari- 
able between prices in the United States and 
in Colombia, heard the testimony of a bank- 
ing official and arrived at a value of fifty 
per cent of the official rate. 


Business Income 
and Other Income 


In the latest case involving income in 
blocked currency, Max Freudmann et all.” 
the petitioners were partners of a Canadian 
partnership. The Commissioner included 
their distributive share of the partnership 
income for 1940 and 1941 in taxable income, 
according to Code Section 182 which pro- 
vides that the distributive share of partner- 
ship net income shall be taxed to the partner 
whether or not distribution is made to him. 
The petitioners contended that the Canadian 
Government refused to permit the bringing 
of any of the funds of the Canadian partner- 
ship into the United States, and they referred 
to the doctrine of International Mortgage 
& Investment Corporation." The Tax Court 
assumed that the Canadian restrictions were 
effective to prevent the transmission of any 
of the funds in dispute to the United States 
during 1940 and 1941. Nevertheless it sus- 
tained the Commissioner and held the dis- 
tributive share of the Canadian partership 
net income to be taxable to the American 
partners. The rate of exchange was not in 
question, since it had been stipulated by the 
parties. The main reasoning of the court is 


17 See footnotes 5 and 6, supra. 
18 See footnote 16, supra. 

2 At footnote 12, supra. 

2 Footnote 15, supra. 

21 Footnote 5, supra. 





based on the specific legislation of Section 
182(c) of the Code, but the court stated in 
addition that “there is no evidence to show 
that petitioners did not at all times have free 
use of the income in question in the conduct 
of their partnership business in Canada.” 


That last sentence apparently refers to the 
doctrine of economic satisfaction, set up by 
the Circuit Court in the Eder case. It seems 
that such doctrine would apply not only to 
undistributed holding company income and 
the distributive share of partnership income, 
but to all business income in blocked for- 
eign currency. There is a basic difference 
between business income and income con- 
sisting of interest, dividends, rents, com- 
missions, royalties or wages. Income consisting 
of interest, dividends, etc., is represented by 
a claim against a third party for a fixed 
amount in domestic or foreign currency. 
Business income is a bookkeeping figure, 
e. g., the business may be on the cash or 
the accrual basis. Interest-, dividend- or 
rent-income is normally paid out to the per- 
son earning such income. The owner of a 
business, on the other hand, can draw cash 
up to the amount of the computed income; 
he can draw more, or less, or nothing at all. 


If an American sole proprietor conducts 
a business within a country with blocked 
currency and that currency has a market 
value, as in the cases of Credit and Investment 
Corporation™ and Edmond Weil,* the business 
income computed on a cash or accrual basis 
is taxable, regardless of the manner in which 
the taxpayer disposes of such income. If 
the currency has no market value but can be 
used within the foreign country, as in the 
Eder™ case, the question arises as to how 
the income has been disposed of. Ordinarily, 
in such a case, the business owner will draw 
an amount necessary for living purposes in 
the foreign country, the balance will be left 
in the business. Each of these dispositions 
represents the enjoyment of income. That is 
not the case when a person receives interest, 
dividends or rents in a currency without 
market value. He could travel to the foreign 
country, expend the money and in this way 
realize taxable income. But such enjoyment, 
if not actually taking place, could hardly be 
assumed. It requires little effort—generally 
a call or a visit to the broker—to sell foreign 
exchange on an existing market, but trav- 
eling to a foreign country requires an ex- 
traordinary effort. 


This distinction between business income 
and other income, rather than the distinction 
between casual and extensive investments,” 
seems to be the correct criterion for taxing 
or not taxing income in blocked foreign cur- 
rency not having a market value. 


Blocked Currencies 
Undergoing Changes in Value 


Once received as income, the blocked for- 
eign currency starts its own life in the hands 
of the recipient, just as does a stock-dividend 
or any other property received as income. 
It can be sold or exchanged; it can increase 
or decrease in value; it can become worth- 
less. If it is worthless, it can still acquire 
taxable value. The latter will specifically 
occur if the recipient of interest, dividends, 
rents or royalties in foreign blocked cur- 
rency having no market value makes a tax- 
able use of such currency. 


It seems to be established that mere in- 
creases or shrinkages in value of currencies 
which are not included in a taxpayer’s in- 
ventory do not give rise to taxable gains or 
losses. The taxable event would be a sale 
or exchange.” 


As to shrinkage in value or worthlessness 
resulting from the blocking of a free cur- 
rency, there is little to be found in the 
decisions. In the International Mortgage «* 
Investment Corporation case,” the court states 
that the marks received before the German 
blocking provision of July 13, 1931, consti- 
tuted realized income. A large part of such 
marks was on deposit for the petitioner with 
German banks on July 13. The court de- 
clared: “Money deposited in a bank may be 
lost. If it is lost, a deduction is allowed 
for loss. The blocking of the marks 
on deposit on July 13 might have resulted in 
a loss to the taxpayer. But the evidence be- 
fore the Board does not show that there 
was any loss to the taxpayer in 1931 from 
the blocking of its deposit accounts in the 
German banks.” This seems to indicate that 
the taxpayer, who made it his business to 
invest in German marks, should bear the 
risk of leaving its marks in Germany. 


The question of blocked currency which is 
not taxable at the time of receipt, but which 
later becomes taxable because of its being 
disposed of, appears to permit two solutions. 
If the receipt of such currency is not con- 
sidered a taxable event, the disposition of 





22 See footnote 7. 

33 See footnote 9. 

24 See footnotes 12 and 14, supra. 

* Sidney I. Roberts, op. cit., footnote 16. 


** Theodore Tiedemann €& Sons, Inc., CCH 
Dec. 409, 1 BTA 1077. Louis Roessel &€ Com- 
pany, Ltd., CCH Dec. 931, 2 BTA 1141. 

27 Footnote 5, swpra. 
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it at a later period will result in fully taxable 
income. If, on the other hand, such < receipt 
constitutes a taxable event but does not give 
rise to taxation because the property received 
has no value, then the later realization will 
represent a sale or exchange of property, 
the basis of which is zero. As foreign ex- 
change is normally a capital asset,” the limi- 
tations of Code Section 117 would be applicable. 


It is one of the purposes of the blocking 
laws to prevent the flight of capital from 
economies considered insecure. Since this 
insecurity will continue as long as the world 
is not at peace, it seems that problems of 
income in blocked currencies will continue 
to arise for a long time. [The End] 


ADDENDUM 


After the foregoing article had been com- 
pleted, two new developments occurred with 
regard to taxation of income in blocked cur- 
rency. In his message to Congress on Jan- 
uary 23, 1950, the President recommended, 
in order to stimulate foreign investments, 
that the tax on corporate income earned 
abroad should be postponed “until it is 
brought home.” And on March 1, 1950, the 
Treasury Department issued Mimeograph 
6475 which provides: Income which is not 
readily convertible into United States dol- 
lars, owing to monetary exchange or other 
restrictions imposed by a foreign country 
can be reported as “deferable income.” Such 


“deferable income” becomes taxable income 
(a) when money or property in such for- 


eign country is readily convertible into 
United States dollars; (b) when, notwith- 
standing the existence of any laws or regu- 
lations forbidding the exchange of money 
or property into United States dollars, con- 
version is actually made into United States 
dollars; or (c) when such income is used 
for nondeductible personal expenses or is 
disposed of by way of gift, bequest, devise 
or inheritance, or by dividend or other dis- 
tribution, or when, in the case of a resident 
alien, a taxpayer terminates his residence in 
the United States. The mimeograph con- 
tains a number of provisions for the manner 
of reporting “deferable income” and for 
handling costs and expenses applicable to 
such income. 


Not all problems are solved by the mimeo- 
graph. Does the term “readily convertible” 
include cases of possible convertibility in 
contradiction to the laws or regulations of 
a foreign country? Has the use of blocked 
income for paying debts or for investing 
within the foreign country been left out in- 
tentionally from the uses enumerated in 
(c)? Will the Treasury Department change 
its attitude as to the distributive share of 
blocked income realized by foreign partner- 
ships or foreign personal holding companies? 
It is to be expected that Congress will pass 
legislation on these and other open questions. 





DETROIT.—When General Mo- 
tors declared net profits for 1949 
to be $656,434,232, the AFL said, 
“Grant immediate substantial im- 
provements in wages and working 
conditions”; and the CIO said, 
“A swell case for the UAW’s 
1950 wage and pension pro- 
posals.” Uncle Sam just said, 
“Hand over $114,373,394.29 as the 
first quarterly payment on income 
tax.” In the picture, M. L. Pren- 
tis, left, Treasurer of General 
Motors, is handing a check for 
that amount to Giles Kavanagh, 
right, Detroit’s Collector of In- 
ternal Revenue. Looking on is 
J. S. Wallace, director of the com- 
pany’s tax section. 


%T. T. 3810, 1946-2 CB 55. 
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HE SEIZURE OR VESTING of 

enemy-owned property during the war 
by the United States Government has cre- 
ated a tax problem for the enemy owners’ 
resident agents who are responsible under 
Sections 143 and 144 of the Internal Revenue 
Code for the withholding and payment of 
federal taxes accruing on income from such 
property.” The problem is limited to 
accrued taxes on incomes which the agent 
received and transmitted abroad to the for- 
eign principal prior to the vesting date, with- 
out withholding the proper amount of tax.? 
In these cases, the Bureau of Internal Reve- 
nue determined deficiencies, which, in some 
instances, it collected from the agents.’ In 
the remainder of cases, the taxes remain 
unpaid. In these cases the Bureau is seek- 
ing payment from the Attorney General 
who vested the source of the income as well 
as all the income accrued thereon which 
was not transferred to the alien under the 
Trading with the Enemy Act (hereinafter 
referred to as the Act).* The question arises, 
therefore, whether the Attorney General has 
authority to pay such taxes out of vested 


1Code Sections 211 and 231 impose a tax on 
fixed or determinable annual or periodic gains, 
profits and income received by nonresident cor- 
porations and nonresident alien individuals 
from sources within the United States. Per- 
sons in the United States who have control, 
receipt or custody of such income are required 
to withhold and pay such taxes under Code 
Sections 143 and 144, which also make them 
liable therefor. 

2Code Sections 143 and 144 hold the agent 
responsible only for taxes on incomes due and 
payable prior to the vesting date. G. C. M. 
19992, 1938-1 CB 197. The effective date of 
vesting is generally the date of filing of the 
vesting order with the Federal Register, and 
not the date of transfer of possession to the 
Attorney General. 8 CFR 504.1. 


By JOHN P. DUBROVSKY and FELICIA H. DUBROVSKY 


The views expressed herein are those of the authors and do not necessarily reflect 
the views of the Department of Justice 


THE EFFECTS OF SEIZURE OfENE 
ON FEDERAILWIT 


funds and, if so, should the Bureau require 
him to pay them where it can collect from 
the agent?® Further, where the agent has 
paid or will be forced to pay and because 
of the vesting does not hold any property 
from which he could recoup the amount of 
such payment, can the Attorney General 
reimburse him out of vested assets? This 
article is directed at such problems, and we 
conclude that the Attorney General is au- 
thorized to pay such taxes and, as a matter 
of policy, the Bureau should require him to 
pay them even where it can collect from 
the agent: Where the agent has paid the 
tax, however, the present status of relevant 
case and statutory law compels the Attor- 
ney General to disallow the agent’s claim 
for reimbursement. 


I. The Attorney General is authorized to 
pay such taxes and the Bureau should collect 
them from him. The provision of the Act gov- 
erning the taxation of vested property is 
Section 36, which provides in part as follows :° 


“Sec. 36. (a) The vesting in or transfer 
to the Alien Property Custodian of any 


% Vesting does not discharge the agent’s lia- 
bility for the payment of taxes which accrued 
prior thereto. G. C. M. 19992, supra. 

* The Act in effect is the 1917 Act, as amended. 
(50 USC, App.) During World War II, the 
Alien Property Custodian originally adminis- 
tered the Act, but his functions thereunder 
were transferred to the Attorney General by 
Executive Order 9788, October 14, 1946, 11 F. R. 
11981. 

5In some cases, the statute of limitations has 
barred collection from the agent, but Section 
36 (d) of the Act suspends its operation with 
respect to the Attorney General during the 
period of vesting plus six months thereafter. 

‘Prior to the enactment of Section 36 in 
August, 1946, it was doubtful whether vested 
property was subject to taxation because of 
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property or interest .. . or the receipt by him 
of any earnings, increment, or proceeds there- 
of shall not render inapplicable any Federal 
... tax for any period prior or subsequent 
to the date of such vesting or transfer... . 


“(b) The Alien Property Custodian shall 
. pay .. . any tax incident to any such 
property or interest, or the earnings, incre- 
ment, or proceeds thereof, at the earliest 
time appearing to him to be not contrary 
to the interest of the United States. ... 
Every such tax shall be paid by the Alien 
Property Custodian to the same extent, as 
nearly as may be deemed practicable, as though 
the property or interest had not been vested 
in or transferred to the Alien Property Cus- 
todian, and shall be paid only out of the prop- 
erty or interest, or earnings, increment, or 
proceeds thereof, to which they are incident 
or out of other property or interests acquired 
from the same former owner, or earnings, 
increment, or proceeds thereof.” (Italics 
supplied.) 


‘‘Incident to’’ Construed 


Section 36(a) provides the necessary Con- 
gressional consent for the taxation of vested 
property. Section 36(b) establishes the 


Attorney General’s authority to pay taxes 
“incident to” vested property out of vested 
Are taxes which accrued on income 


funds. 


(Footnote 6 continued) 

the constitutional prohibitions against taxation 
of United States property without express Con- 
gressional consent. Vesting under the Act trans- 
fers absolute title from the enemy owners to 
the United States. Cummings v. Deutsche Bank, 
300 U. S. 115 (1937). The constitutional pro- 
hibitions did not apply, however, to taxes ac- 
cruing prior to the transfer of the property 
to the United States and, accordingly, the Cus- 
todian paid such taxes under Sections 5 (b) and 


Seizure of Enemy-Owned Property 
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which was transferred abroad and not vested, 
but whose source was vested, “incident to” 
such property? Clearly, such a tax is not 
directly attributable to vested property, and 
hence did not accrue thereon within the 
meaning of Section 36, if we construe the 
phrase “incident to” in its ordinary sense. 
Such a limited construction, however, frus- 
trates the Congressional purpose of Section 
36 expressed therein and in its legislative 
history, i. e., that the act of vesting interfere 
as little as possible with tax imposition and 
collection. In this connection, Section 36(b) 
provides for the payment of taxes “as though 
the property or interest had not been vested.” 
More emphatically, the committee reports 
state:" 


“In short, the tax provisions [Section 36] 
are designed to insure payment of taxes as 
nearly as possible as if Government owner- 
ship through vesting had not intervened. ... 
It ts not intended that the payment of income 
taxes be limited strictly to those accruing on 
particular income received by the Custodian. 
The former owner’s taxes, broadly speaking, 
are to be paid.” (Italics supplied.) 

Unquestionably, in the case of a private 
taxpayer, the Bureau is free to collect its 
income taxes from any of the taxpayer’s 
property or income, regardless of when ac- 
quired. Hence, the phrase “incident to” 
must be construed broadly to cover any 





24 (a) of the Act where they related to specific 
vested property. He did not pay the taxes 
here under consideration because they were 
attributable to nonvested income. 


™Report of the Senate Committee on the 
Judiciary, S. Rept. 1839, Seventy-ninth Con- 
gress, Second Session (1946), pp. 9 and 10; 
Report on the House Committee on the Judi- 
ciary, H. Rept. 2398, Seventy-ninth Congress, 
Second Session (1946), pp. 16 and 17. 
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property which would have been a tax col- 
lection source, had it not been vested.* The 
Bureau in its regulations under Section 36 
explicitly recognized and effectuated the 
Congressional purpose by providing, in Sec- 
tion 452a.22b, as to which taxes were cov- 
ered by Section 36, that: 


“Except as otherwise provided by specific 
exemption applicable with respect to the 
Alien Property Custodian, this part applies, 
in the circumstances therein indicated, to 
any internal revenue tax applicable in re- 
spect of (1) property vested in the Attorney 
General or any action or transaction inci- 
dental to such property, or (2) any person 
whose property ts so vested or any action or 
transaction of such person, whether the tax 
is applicable in respect to the period of vesting 
or any other period.” (Italics supplied.) 

Applying the broad construction of the 
phrase, “incident to,” to the problem under 
discussion, had there been no vesting of the 
nonresident’s property, the Bureau would 
have been free to collect the delinquent tax 
from the income’s source or its subsequently 
accruing income or from the agent’s prop- 
erty. By asserting the tax liability against 
the vested assets in the present cases the 
Bureau is doing no more than seeking col- 
lection from the source of the income on 
which the tax accrued and from the subse- 
quently accrued income from the source. In 
so doing, it is seeking payment of income 
taxes covered by Section 36. Likewise, the 
broad construction of the phrase “incident 
to” authorizes the Attorney General to pay 
withholding taxes accruing on income from 
a nonresident alien’s property which he has 
not vested, either because it was not in the 
United States or because the nonresident 
no longer owns it, where the Attorney Gen- 
eral has vested other property of the same 
nonresident alien. 

The Attorney General’s authority to pay 
the withholding taxes in question having 
been established, the question arises whether, 
as a matter of policy, the Bureau should 
assess the tax liability against the Attorney 
General or the agent. Where the Bureau 
can not collect from the agent because of 
the statute of limitations or insolvency, it 
has no other alternative. But where it can 
collect from the agent, should it not first 
seek collection from him? The answer to 
this question is not specifically covered by 


8 The use of the words ‘‘incident to’’ in the 
third sentence of Section 36 (b) in the more 
restricted sense of ‘‘directly related to’’ need 
not limit its meaning in the first sentence. The 
third sentence of Section 36 (b) deals with the 
source of payment of the taxes once they are 
determined payable by the Attorney General, 





Section 36 or its legislative history, but in- 
volves a consideration of Congress’ expres- 
sion with respect to a fact situation which 
although not identical is analogous to that 
involved herein. It covers the case where 
only part of the former owner’s assets have 
been vested and, consequently, taxes accrue 
with respect to income from both the vested 
and nonvested assets. Congress, in Senate 
Special Report 1839 and House Special Re- 
port 2398, supra, pages 10 and 16, respectively, 
specified that it regards the nonvested prop- 
erty as the primary source of collection of 
taxes on such nonvested property and on 
income derived therefrom. The Bureau 
scrupulously follows the rule in the case 
described. See Section 452a.24b of its regu- 
lations under Section 36. 


Because of the similarity between the two 
cases—in both cases, the Bureau has two 
sources from which it can collect the unpaid 
tax, one source includes vested assets and 
the other, nonvested assets—should the rule 
be extended to the present cases? Two 
arguments favor its extension. First, why 
should the Attorney General “bail the agent 
out of trouble” by paying taxes for which 
he is liable since, either knowingly or other- 
wise, he was responsible for their nonpay- 
ment in the first instance? Second, payment 
by the Attorney General will result in an 
over-all loss of government revenue. How- 
ever, we believe that the following argu- 
ments against extension are more persuasive. 


First, as already indicated, the Bureau is 
free to seek payment, either from the with- 
holding agent or the principal. Both are 
primarily liable, and nonpayment by one is 
not a condition precedent to collection from 
the other. Sections 143 and 144, Internal 
Revenue Code; Van Iderstine, CCH Dec. 
7207, 24 BTA 291, 293-296 (1931). The very 
purpose of Section 36, as shown above, was 
to treat the Attorney General for tax pur- 
poses as though he were the former owner. 
Although Congress made an exception in 
this respect when it announced the rule 
under consideration relative to taxes ac- 
cruing on both vested and nonvested assets, 
Section 36 and its legislative history are 
singularly barren of any indication that the 
exception should be extended to the present 
case. This omission suggests the contrary 
intent, that the Bureau has the option here 


whereas the first sentence refers to the class 
of taxes that are payable. Its purpose is to 
limit the Custodian’s authority to pay a former 
owner’s taxes only out of his vested property 
and not out of ‘‘any general mass of enemy 
property.’’ Jbid., pp. 10 and 16, respectively. 
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to proceed against either the vested assets 
or against the agent. 


Second, the two cases are different in 
one significant respect. The case explicitly 
covered by the rule involves one taxpayer— 
the former owner. Requiring him to bear 
the tax burden which accrues on assets held 
by him imposes no hardship on him. But 
an extension of the rule to the present cases 
requiring the agent to pay the tax, if he can 
pay, would impose an additional burden on 
him, simply as a result of the vesting, since 
he would have to pay the taxes out of his 
own pocket without any possibility, in most 
cases, of being reimbursed for paying them. 
It should be mentioned briefly here that if 
the Bureau chooses to proceed against the 
Attorney General in these cases, the Attor- 
ney General has no alternative but to pay, if 
the former owner’s vested account has avail- 
able funds. 


Second Problem 


II. The Attorney General cannot reim- 
burse the withholding tax agent who pays 
such taxes out of his own pocket. The sec- 
ond problem deals with the reimbursement 
of agents who paid the taxes out of their 
own pockets and involves a consideration of 
Sections 34 and 36 of the Act and the only 
two court decisions on this point, Synthetic 
Patents Company v. Sutherland, 22 F. (2d) 
491 (CCA-2, 1927); certiorari denied, 276 
U. S. 630 (1928) and McGrath v. Dravo Cor- 
poration, reported sub nom. Clark v. Dravo 
Corporation, 49-1 ustc J 9227, 83 F. Supp. 122 
({Pa., 1949); appeal pending (CA-3). 


Section 34 authorizes the Attorney General 
to use vested assets to pay debts of former 
enemy owners which were owing to Ameri- 
can creditors at the time of vesting. With- 
holding agents against whom the Bureau 
has proceeded have filed debt claims under 
this section, seeking reimbursement for the 
amount of taxes thus paid. In view of the 
decision in Synthetic Patents Company wv. 
Sutherland, supra, the Office of Alien Property 
must disallow these claims.® In that case, 
the agent failed to deduct and pay the with- 
holding taxes on income which he transmitted 
abroad. After the Alien Property Custodian 
vested the income-producing property and the 
subsequently accrued income due the alien, 
the Bureau assessed and collected the delin- 
quent tax from the agent. Thereafter, by 


appropriate suit, the agent asserted a debt 





claim under the Act against the vested assets 
of the nonresident principal. The court 
denied recovery on two grounds: first, that 
the withholding agent’s payment out of his 
own funds of a tax liability imposed on him 
by statute did not give him the right of 
reimbursement from his creditor; and sec- 
ond, that even if a debt had been created, 
it was not “owing” at the time of the enact- 
ment and, hence, was not enforceable under 
the statute. In this connection, the court 
determined that the debt did not arise until 
the agent paid the tax. There is no argu- 
ment with the court’s second reason for 
denying the claim. But, we submit, the 
court’s theory of nonreimbursement between 
the agent and principal is questionable. It 
supports this theory on (1) the statutory 
lack of a reimbursement provision and (2) 
its determination that the agent was a vol- 
unteer when he paid the tax. This deter- 
mination was based on British cases which held 
that a person who pays another’s tax without 
deducting it from amounts currently trans- 
mitted to the other person is a mere volunteer 
in the payment of such tax. Both arguments 
are tenuous. As to the first, the absence of 
a reimbursement provision in Code Section 143 
or in any other statute for the purpose of 
determining the agent’s right to reimburse- 
ment from the nonresident alien is not 
significant. As to the second, the court’s deter- 
mination of the agent’s payments as volun- 
tary is unrealistic and the British cases cited 
it support thereof are inapposite—not one of 
them includes a “volunteer” who was com- 
pelled by law to pay the tax. This part of 
the Synthetic Patents case, in our opinion, is 
inconsistent with the Dravo Corporation case, 
supra, which involves similar facts with one 
exception—the agent paid the tax prior to the 
vesting date, but out of income which accrued 
after the accrual of the tax obligation and 
which was subsequently vested. In an ac- 
tion by the Attorney General to enforce 
transfer of the vested income, the court held 
that the agent properly deducted the amount 
of the tax he paid from the vested income. 
In its opinion, the court mentioned neither 
the agent’s right of reimbursement from the 
principal nor the Synthetic Patents case, but 
to reach its conclusion, it must have recog- 
nized the existence of such a right in the 
agent. The government has appealed the 
case on this point. If it is ultimately suc- 





9 On similar facts, the Office of Alien Prop- 
erty disallowed Debt Claim 34512, In the Mat- 


ter of A. Gusmer, Inc.; decision of George W. 


Carr, Hearing Examiner, March 9, 1949, af- 


Seizure of Enemy-Owned Property 


firmed by the decision of David L. Bazelon, 
Assistant Attorney General, Director, Office of 
Alien Property, October 20, 1949. 
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cessful,” the Synthetic Patents decision will 
still control its determinations of all reim- 
bursement claims filed by withholding agents 
under Section 34. If it is not successful, 
the Office of Alien Property will have a 
basis under Section 34 for allowing claims 
where the agent paid the tax prior to the 
vesting date. The final Dravo decision, of 
course, will not affect the Synthetic Patents 
case on the second ground that, if a debt re- 
sulted from the payment, it was not owing 
until the payment was made. Hence, claim- 
ants who paid the tax after the date of 
vesting will not be affected by the Dravo 
decision. 

Section 36 presents an even weaker basis 
for reimbursement than Section 34. It deals 
solely with the Attorney General’s authority 
to pay taxes to governmental taxing author- 
ities. Unless the agent is subrogated, on 
payment of the taxes, to the claim of the 
Bureau against the foreign principal, he can 
not rely on Section 36. To be so subrogated, 
the agent would have to establish that he 
was only a surety charged with the duty of 
collecting taxes and therefore only second- 
arily liable for them. As hereinabove dis- 
cussed, neither Section 143 nor any other 
provision of the Internal Revenue Code 
contains any express language to that effect. 
May we contend, however, that a surety rela- 
tionship is implied from Sections 211 and 231 
which impose taxes on nonresident corpo- 
rations and aliens, and Sections 143 and 144 
which impose a duty on their agents to 
withhold and pay such taxes? We have 
been unable to find any case or Bureau 
ruling supporting this view. Quite to the 
contrary, the decisions of Synthetic Patents 
Company v. Sutherland and Van Iderstine, 
supra, support the view that the agent is pri- 
-marily and not secondarily liable for the 
The final decision on this case may rest 


with the Supreme Court, particularly if the 
circuit court affirms the Dravo case, since there 





withholding taxes. To establish a surety 
relationship between the principal and the 
agent here would be going contrary to the 
purpose of the withholding provisions of 
Sections 143 and 144 in that it would jeop- 
ardize the collection of revenue. Accordingly, 
the Office of Alien Property has properly 
denied such reimbursement claims under 
Section 36. In the Matter of A. Gusmer, Inc., 
supra, at page 9. 


Conclusion 


The status of the law, as hereinabove dis- 
cussed, finds the Office of Alien Property 
in this position: it can pay withholding 
taxes directly to the Bureau, where the Bu- 
reau asserts its claim against it. But where 
the Bureau collects the tax from the agent, 
as it has done in some cases, the Office of 
Alien Property can not reimburse the agent 
unless he comes within the facts of the 
Dravo case, if it is ultimately upheld. There 
are two available remedies for the agents 
who do not come within the rule of the 
Dravo case (of course, if the Dravo case is 
reversed, these remédies will also be available 
to the agents who come within the facts 
of that case). One is legislative, i. e., amend 
Section 36 to authorize the Attorney Gen- 
eral to pay as taxes amounts in reimburse- 
ment for the payment of taxes incident to 
vested property. 


The other remedy is administrative. The 
Bureau could refund to the agent the amounts 
already paid by him and collect the same 
amount as a tax from the Attorney General 
under Section 36 of the Act. But it can 
be argued that, technically, the Bureau can 
not make a refund unless there is an over- 
payment and the Attorney General can not 
authorize the payment of a tax that is not 
“properly owing.” [The End] 
will then be a conflict of decisions presenting 


a case for the Supreme Court’s granting of 
certiorari. 





| WAR LOSSES 


The time for seeking revision on account of war losses for years 
1941 and 1942, in the case of banks and also for individuals, has been 
extended a year in New York. Chapter 183, Laws of 1950, effective 
March 27, provides that such application for revision, in the case of 
banks, must be made by September 1, 1951. Individual applications 


| may be made on or before April 15, 1951. | 
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NON enim potis est quaestus fieri, ni 

sumptus sequitur, scio, et tamen quaes- 
tus non Consistet, si eum sumptus superat,”’ 
wrote Plautus* two thousand years ago. 
“For no profit results, I perceive, if there 
is no investment; but no profit can take 
place, if the basis exceeds it.” It is grimly 
amusing that the present rule of capital- 
gains taxation was thus stated, not by a 
learned jurist, but by ancient Rome’s great- 
est writer of low comedies. 


Trustees of the estate of Arthur Ryerson 
sold some shares of the stock of Joseph T. 
Ryerson and Son, a corporation. The Com- 
missioner promptly treated the difference 
between the basis of the stock and its sell- 
ing price as income for the year in which 
the sale took place. But the mere increase 
in value of capital assets is not income, de- 
murred the taxpayer; for in the common 
understanding, the term “income” does not 
comprehend such a gain or profit as we 
have here, which is really an accretion to 
capital and therefore not constitutionally 
taxable under an income tax law. This is 
not a business deal, such as the act might 
tax, for it is a single, isolated transaction, 
neither the decedent nor the trustee being 
in the business of buying and selling for 
profit. “I still say it’s income and not cap- 
ital,” maintained the Commissioner stoutly. 
“Then I’ll play my trump,” announced the 
taxpayer triumphantly. “Right here in the 
will it states that ‘stock dividends and accre- 
tions of selling value shall be considered 
principal and not income ”.” As the 
Bible-armed German theologians used to 
say in clinching any argument, “Dort steht’s 
geschrieben!”? 


On March 28, 1921, Mr. Justice Clarke 
delivered the opinion of the Supreme Court :* 


“The provisions of the will may be disre- 
garded. It was not within the power of the 
testator to render the fund non-taxable. 


“The Corporation Excise Tax Act of 
August 5, 1909 was not an income 
tax law, but a definition of the word ‘in- 
come’ was so necessary in its administration 
that in an early case it was formulated as 
‘The gain derived from capital, from labor, 
or from both combined’. 


“This definition, frequently approved by 
this Court, received an addition, in its latest 
income tax decision, which is especially 
significant in its application to such a case 
as we have here, so that it now reads: ‘In- 
come may be defined as a gain derived from 
capital, from labor, or from both combined, 
provided it be understood to include profit 
gained through sale or conversion of capital 
assets’. Eisner v. Macomber [1 ustc { 32], 
252 U.S: OF... «3 


“In determining the definition of the 
word ‘income’ thus arrived at, this Court 
has consistently refused to enter into the 
refinements of lexicographers or economists 
and has approved, in the definitions quoted, 
what it believed to be the commonly under- 
stood meaning of the term which must have 
been in the minds of the people when they 
adopted the Sixteenth Amendment to the 
Constitution. Notwithstanding the full 
argument heard in this case and in the 
series of cases now under consideration, we 
continue entirely satisfied with that defini- 
tion, and, since the fund here taxed was the 
amount realized from the sale of the stock 
in 1917, less the capital investments as de- 
termined by the trustee as of March 1, 1913, 
it is palpable that it was a ‘gain or profit’ 
‘produced by’ or ‘derived from’ that invest- 
ment, and that it ‘proceeded’ and was ‘sev- 
ered’ or rendered severable, from it, by the 
sale for cash, and thereby became that 
‘realized gain’ which has been repeatedly 
declared to be taxable income within the 
meaning of the constitutional amendment 
and the acts of Congress. . . 





1 Poenulus, Act I, Scene 2. 
2 ‘‘That’s the way it’s written!’’ 


Tax Classics 


31 ustc f 42, 255 U. S. 509 (1921). 
4See ‘‘Tax Classics’’—II (February, 1948). 
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“It is elaborately argued in this case 
that the word ‘income’ as used in 
the Sixteenth Amendment and in the In- 
come Tax Act we are considering does not 
include the gain from capital realized by 
a single isolated sale of property but that 
only the profits realized from sales by one 
engaged in buying and selling as a business 
a merchant, a real estate agent, or broker 
—constitute income which may be taxed. 





“It is sufficient to say of this contention 
that the definition of the word ‘in- 
come’ as used in the Sixteenth Amendment, 
which has been developed by this Court, 
does not recognize any such distinction 
and that there is no essential differ- 
ence in the nature of a transaction or in the 
relation of the profit to the capital involved, 
whether the sale or conversion be a single 
isolated transaction or one of many. The 
interesting and ingenious argument, which 
is earnestly pressed upon us, that this dis- 
tinction is so fundamental and obvious that 
it must be assumed to be a part of the ‘gen- 
eral understanding’ of the meaning of the 
word ‘income’ fails to convince us that a 
construction should be adopted which 
would, in a large measure, defeat the pur- 
pose of the amendment.” 


66 HE SUPREME COURT of the 

United States has decided that ap- 
preciation of property, accrued since March 
1, 1913, and realized, is taxable under an 
income tax law.”* “In fact, any question 
of constitutionality that existed was settled 
in Merchants’ Loan & Trust Company v. 
Smietanka.”* “Certainly it would be diffi- 
cult to convince the man in the street, whose 
views in such matters cannot be cavalierly 
disregarded, that the gains of the speculator 
or, for that matter, the investor, derived 
from the sale of property acquired and held 
in most cases with a view to profit, owe 
a lesser obligation of support of the Gov- 
ernment or are a less proper subject of 
taxation than the earnings wrung from the 
brawn of the worker’s arms or the sweat 
of his brow.” * 


The Court has endeavored to adopt a 
generally accepted concept of income. 








5 Robert H. Montgomery, Income Tax Pro- 
cedure 1923 (New York, The Ronald Press Com- 
pany, 1923), p. 530. 


Seth T. Cole, ‘‘Treatment of Capital Gains 
and Losses for Income Tax Purposes,’’ TAXES— 
The Tax Magazine, October, 1936, p. 585. 

7 Arthur H. Kent, ‘‘Taxation of Capital Gains 
and Losses,’’ TAXES—The Tax Magazine, July, 
1938, p. 389. 


8U. S. v. Supplee-Biddle Hardware Company, 
1 ustc § 95, 265 U. S. 189 (1924). 
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Thus, in declaring that insurance on the life 
of a corporation president was not a part 
of the corporate gross income, Mr. Chief 
Justice Taft said: “Assuming, without de- 
ciding, that Congress could call the proceeds 
of such indemnity, income, and validly tax 
it as such, we think that, in view of the 
popular conception of the life insurance as 
resulting in a single addition of a total sum 
to the resources of the beneficiary, and not 
in a periodical return, such a purpose on its 
part should be express, as it certainly is 
not here.” ® 


66] N DEFINING THE WORD ‘income’ 

in tax statutes enacted under the Six- 
teenth Amendment to the Constitution, the 
criterion adopted by the courts has been 
‘the commonly understood meaning of the 
term’. Merchants’ Loan & Trust Co. v. 
Smietanka This has been called 
the ‘man on the street’ concept of what in- 
come is.”* And the concept is nationalistic. 
“The question is not whether the 
ordinary Englishman, but whether the ordi- 
nary American, in 1913, would have consid- 
ered the item in question as falling within 
the category of ‘income’.” ” 


Citing the definition of income in the 
Merchants’ Loan case, the court said: “As 
applied to income derived from the sale or 
exchange of capital assets, it would be ob- 
served that the definition contains two ele- 
ments: (1) a gain produced by or derived 
from capital. (2) A severance of such gain 
from the capital and receipt thereof by the 
taxpayer for his separate use, benefit and 
disposal.” Elsewhere it was cynically 
noted: “The courts, unless Congress orders 
otherwise, fall back upon old friend ‘ordi- 
nary meaning’, Merchants’ Loan & Trust Co. 
v. Smietanka (on some rather illu- 
sory theory that the state legislatures [sic] 
who ratified the 16th Amendment had some 
idea of an ‘ordinary meaning’ for such an 
economic abstraction). Congress has usu- 
ally tried to follow the same conception. 
Sometimes, however, the exigencies of the 
revenue cause encroachment and the diffi- 
culties of the courts multiply.” ” 





°In re Owl Drug Company, 37-2 ustc { 9466, 
21 F. Supp. 907 (DC Nev., 1937). 
10 Bernhard Knollenberg, ‘‘Taxable Income 


Under the Sixteenth Amendment,’’ TAxES—The 
Tax Magazine, March, 1931, p. 120. 


11 O’Meara v. Commissioner, 1 ustc { 425, 34 
F. (2d) 390 (CCA-10, 1929). 


12Union Trust Company of Pittsburgh v. 
Commissioner, 40-2 ustc § 9689, 115 F. (2d) 86 
(CCA-3, 1940). 
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Perhaps, however, the courts have no 
concern over the wisdom of this matter. 
Mr. Chief Justice Hughes noted the Mer- 
chants’ Loan case and observed: “The au- 
thority of the Congress to lay a tax on the 
profits realized by an investor from the sale 
or conversion of capital assets in general is 
not open to dispute and is not disputed. 
This is a matter of governmental policy and 
not of constitution] power.” * 


“In any event,” commented a disillu- 
sioned writer, “the question of whether this 
country should continue to take account of 
capital gains and losses is academic. Con- 
gress is not likely to ignore the amount of 
tax that can be obtained from this source.” ™ 


There must be a realization of the income. 
“TA] mere growth or increment in the value 
of an asset, which is not sold or otherwise 
disposed of by the owner, is not income.” ” 
Unrealized profits by a hide dealer from 
open future contracts on a commodity ex- 
change could not be used to offset unreal- 
ized losses, as indicated by the inventory 
taken at market price on the basis of cost 
or market, whichever is lower, as: “Gen- 
erally speaking, appreciation in the value of 
property, or, to state it differently, unreal- 
ized profit thereon, is not taxable. The 
gain or profit must be realized. ‘ 
Merchants [sic] Loan & Trust Co, v. Smie- 
I i 


As Mr. Justice Stone declared: ‘While 
increase in value of property not realized 
as gain by its sale or other disposition may, 
in an economic or bookkeeping sense, be 
deemed an addition to capital in a later 
period, see Merchants’ Loan & Trust Co. v. 
Smietanka it is nevertheless a gain 
from capital investment which when real- 
ized by conversion into money or other 
property, constitutes profit which has con- 
sistently been regarded as income within 
the meaning of the Sixteenth Amendment 
and taxable as such in the period when 
realized fil 


AXPAYERS became entitled to a por- 
tion of the purchase price of oil when 
a compromise agreement was made with 
another party; prior to that time, although 





the oil had been purchased, there was no 
taxable income. ‘Income from property is 
a gain, a profit, something of exchangeable 
value derived from the property, that is re- 
ceived or drawn by the recipient (the tax- 
payer) for his separate use, benefit and 
disposal. Merchants’ L. & T. Co. wv. 
Smietanka Hence gain or profit 
from property, although it comes into ex- 
istence, does not become gross income until it 
is derived, that is received by the taxpayer.” * 


The fact that governmental bonds “shall 
be exempt from Federal, State, municipal 
and local taxation” does not affect the cap- 
ital gains tax, despite argument “that since 
income includes capital gains under the Six- 
teenth Amendment, Merchants’ Loan & 
Trust Co. v. Smietanka, the word is to be 
read as including them for purposes of ex- 
emption when it appears in the . . . Act 
under which these securities were issued.” ”® 
“Analytically,” said Mr. Justice Douglas, 
“income derived from mere ownership of 
the bonds is clearly different from income 
derived from dealings or transactions in 
the bonds.” * 


Similarly, an Indian classified as a ward 
of the federal government was obliged to 
report income from the sale of timber, 
although an 1856 treaty had given the In- 
dians unrestricted rights to this property. 
“Tt is idle at this late date to contend that 
tax on capital gain amounts to a capital levy, 
since, from the beginning of Federal in- 
come taxation, gain from the sale of capital 
assets has been treated as taxable income. 
, Merchants’ Loan & Trust Co. vw. 
Smietanka, ie 


“Circumstances” will not alter the fact of 
income. Two individuals sold stock at a 
time when the Bureau of Internal Revenue 
was making active efforts to keep them from 
leaving the country with the sales proceeds. 
It was argued that by reason of the almost 
immediate intervention of the government 
officials, there was no point of time when 
these individuals had “actual possession” or 
were able to exercise “effective control” or 
“unfettered command” over the sales pro- 
ceeds, for which reason no sale was effec- 
tively made. The Court dismissed this 





13 Willcutts v. Bunn, 2 ustc {§ 640, 282 U. S. 
216 (1931). 

144 Homer Hendricks, ‘‘Federal Income Tax: 
Capital Gains and Losses,’’ Harvard Law Re- 
view, December, 1935, p. 280. 

1 U, §. v. Carter et al., 1 ustc { 233, 19 F. (2d) 
121 (CCA-5, 1927). 

1H, Elkan & Company, CCH Dec. 13,441, 2 
TC 597 (1943). 

17 MacLaughlin v. Alliance Insurance Company 
of Philadelphia, 3 ustc { 939, 286 U. S. 244 
(1932). 
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188 Crews v. Commissioner, 37-1 ustc { 9196, 89 
F. (2d) 412 (CCA-10, 1937). 

19 Agricultural Securities Corporation v. Com- 
missioner, CCH Dec. 10,720, 39 BTA 1103 (1939) ; 
aff’d 41-1 ustc { 9184, 116 F. (2d) 800 (CCA-9, 
1941). 

2U. S. v. Stewart, 40-2 ustc { 9759, 311 U. S. 
60 (1940). 

21 Scott, CCH Dec. 15,560, 8 TC 126 (1947). 











summarily: “[The individuals] were paid 
for their stock, and the price at which they 
sold it was greatly in excess of its cost to 
them. Profits derived from a sale of this 
character are taxable. Merchants’ Loan & 
Trust Co.v. Smietanka . . . .”™ 


Where a subsidiary sold shares of its 
parent company’s stock to outsiders, only 
the subsidiary could be taxed. “It has now 
been settled that an affiliated group is not 
a taxpayer but a tax computing unit, and 
that the corporations themselves are the 
taxpayers. [The subsidiary] clearly 
had, as a result of its purchase and sale of 
the . . . [parent’s] stock, a profit in the 
amount of the difference between what it 
paid for the stock and its sale price. This 
profit was within the definition of income 
in the statute. Merchants’ Loan & 
Tr. Co. v. Smietanka . . . .”® 


State law cannot alter the federal tax 
effect of “income.” “If the dividends are a 
return of gains and profits they remain so 
for tax purposes, however the state law 
may regard them for property purposes. 
The rule has a very certain effect on the 
persons, remainderman or life beneficiary, 
who shall pay the tax, but it has no effect 
upon the tax itself. Merchants’ Loan & 
Trust Co. v. Smietanka . . . .”™ 


“That, undoubtedly, is the law of Massa- 


chusetts It is also the law of 
New York. But it is only a legal 
fiction. And it is not controlling in the 


determination of the character of property 
for income tax purposes. Merchants [sic] 
v. Smietanka . . . .”* 

“But state law cannot withdraw from the 
category of ‘income’ any receipts which 


come within the definition of what Congress 
is empowered to tax and has taxed.” * 


OR may the parties in interest determine 

what “income” is. “The recital in the con- 
tract that ‘any surplus remaining over and 
above the expenses of handling this slag 
during the summer months will not be con- 
sidered as profit’ is immaterial so far as 
the present question is here. It was not 
within the power of the parties to render 
the income nontaxable. Merchants’ Loan & 
Trust Co., Trustee v. Smietanka . . . .”™ 
Where a distribution was made to syndicate 
members under a contract providing that 
capital would be returned before income, 
the Commissioner could reallocate this, as 
“no agreement between them could affect 
their character. Merchants’ L. & T. Co. v. 
Smietanka . .. .”* 


Without permission, a distiller changed 
its inventories from cost to the much higher 
figure of market. It was argued that own- 
ership of inventories resulted in an ultimate 
sale that represented a gradual increase in 
value covering the entire period of owner- 
ship; hence capital allegedly was being con- 
fiscated under the guise of taxing income. 
“Plaintiff’s contention is answered in .. . 
Merchants’ Loan & Tr. Co. v. Smietanka 

The Supreme Court held that the 
appreciation in value was income and tax- 
able when converted into money.” ™ 


The concept doesn’t really seem to require 
the refined culture of a Plautus. As many 
a primitive bushman™ knows, if a hurled 
boomerang doesn’t come back to its owner, 
there’s no score. And that goes for any- 
thing that’s thrown away—which might be a 
euphemistic term for “invested.” [The End] 





2 Kerr v. Bowers, 1931 CCH { 9075, 48 F. (2d). 
227 (DC N. Y., 1931); aff’d 3 ustc { 1144, 66 F. 
* (2d) 419 (CCA-2, 1933). 

22 Commissioner v. General Gas & Electric 
Corporation, 1934 CCH { 9394, 72 F. (2d) 364 
(CCA-2, 1934). 

% Burdick v. Commissioner, 35-1 ustc { 9234, 
76 F. (2d) 672 (CCA-3, 1935). 

% Lyeth v. Hoey, 37-2 ustc {| 9424, 20 F. Supp. 
619 (DC N. Y., 1937). 

% Irish v. Commissioner, 42-2 ustc { 9577, 129 
F. (2d) 468 (CCA-3, 1942). 


2 Standard Slag Company v. Commissioner, 
3 ustc 7 1048, 63 F. (2d) 820 (CA D. C., 1933). 

2% Glenmore Securities Corporation v. Commis- 
sioner, 1933 CCH { 9055, 62 F. (2d) 780 (CCA-2, 
1933). 

2 The James Clark Distilling Company of 
Cumberland, Maryland v. U. 8.,1 ustc { 362, 66 
Ct. Cls. 726 (1929). 

% See D. S. Davidson, ‘‘Australian Throwing- 
Sticks, Throwing-Clubs, and Boomerangs,’’ 
American Anthropologist, January-March, 1936, 
p. 76. 





CONTINUITY OF INTEREST IN NONTAXABLE REORGANIZATIONS 
AND SECTION 112(g1D)—Continued from page 438 


pany case, and taxpayers should expect a 
contest whenever the situation arises. The 
easiest solution of the difficulty would be 
for Congress to amend the statute by speci- 
fying that the holders of a certain portion 
of the shares of the transferor must have an 


interest in the transferee. However, such 
action in the near future appears to be very 
unlikely. The evolution of a rule by the 
courts will take time, but it is probable that 
the question will be settled only by this 
method. [The End] 
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Cheque Not Income Until Cashed 


Taxpayer received a maintenance allow- 
ance from her husband. Pursuant to an 
agreement between them, the husband was 
to pay a share of his wife’s income tax on 
the allowance. On December 31, 1946, the 
husband delivered a cheque in the amount 
of $956 to his wife’s solicitors, who turned 
the cheque over to taxpayer on January 6, 
1947. She cashed the cheque on January 7, 
1947. The Minister of National Revenue 
included the $956 cheque as taxable income 
under Section 3 of the Income War Tax Act. 


The Income Tax Appeal Board allowed 
the appeal, holding that although the $956 
was income when received by taxpayer, it 
had not been received by her during the 
tax year 1946. Taxpayer did not receive the 
money for income tax purposes until she 
had actually cashed the cheque. Receipt 
of the cheque by the wife’s solicitors was 
not receipt of the money by taxpayer.— 
Head v. Minister of National Revenue. CCH 
DoMINION Tax CAsEs J 1-049. 


Residence of U. S. Sea Captain 
Vacationing in Canada 


Taxpayer, a sea captain living in New 
York and sailing between ports in the United 
States and Canada, bought property in 
Nova Scotia near his Canadian port-of-call. 
The house was furnished and occupied by 
his married datighter, but taxpayer and his 
wife stayed there during his annual two 
weeks’ vacation, and the two best rooms in 
the house were regarded as theirs whenever 
they might choose to visit. Taxpayer ap- 
pealed from an assessment for income tax 
for the year 1947 on the ground that he 
was not resident or ordinarily resident in 
Canada in that year. The Income Tax 


Appeal Board, one member dissenting, al- 
lowed the appeal, holding that a degree of 
permanence and substance are essential to 
and that these 


the status of “resident” 


Canadian Tax Letter 





elements were not present in sufficient de- 
gree in taxpayer’s case to make him “resident” 
or “ordinarily resident” within the mean- 
ing of Section 9 (1)(a) of the Income 
War Tax Act. Taxpayer would be described 
more appropriately as a visitor, the Board 
said. 


The dissenting member of the Board 
declared that residence is determined by 
two factors: (1) the taxpayer’s actual 
physical presence in the country, although 
without any fixed place of abode, or (2) 
a place of abode at all times available for 
occupation kept by or for the taxpayer, 
irrespective of actual physical presence in 
the country during the taxation period. The 
dissenting member was of the opinion that 
both elements were present, since taxpayer 
was not only in Canada for some time in 
1947, but at all times had two rooms re- 
served for his use whenever he had the 
opportunity of coming to and staying in 
Canada.—Meldrum v. Minister of National 
Revenue. CCH CanapdiIan TAX REporRTS 
7 86-026. 


No Charitable Exemption 
for Memorial Trust 


Testator provided that after payment of 
certain annuities out of the residue of his 
estate, called the “trust estate,” the surplus 
should be invested as part of the capital 
of the “trust estate.” Thirty-three per cent 
of the corpus left at the death of the last 
annuitant was to consitute a memorial fund 
to be administered by a trust company. 
The income of the memorial fund was to 
be distributed annually to five charities, 
only two of which were in existence at fhe 
time. The executors claimed that thirty- 
three per cent of the income accumulating 
in the estate was income for the benefit of 
the memorial trust, which was a charitable 
institution and hence exempt from income 
tax. In order for income to be exempt 
under Section 4(e) of the Income War Tax 
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Act, the body claiming the exemption must 
be a charitable institution and the income 
its income. 


The Judicial Committee of the Privy 
Council, affirming both the Exchequer and 
Supreme Courts, held that the trust company 
was not a charitable institution and that 
the trust was merely a fund and not a chari- 
table institution either. The executors alone 
were the recipients of the income. Only «wo 
fifths of the income, or that proportion ulti- 
mately to go to the existing two charities, was 
free from income tax. However, the other 
three fifths of the income could be regarded as 
income accumulating in trust for the benefit of 
unascertained persons and subject to the 
charging provisions of Section 11(2) of the 
Act. The words “for the benefit of” would 
be wide enough to cover the case of un- 
ascertained persons receiving an interest in 
income to be derived from a fund built up 
from an accumulating income.—Burns’ Ex- 
ecutors v. Minister of National Revenue. 
CCH CANADIAN TAx Reports § 86-019. 


Depreciation Disallowed on Estate— 
Effect on Annuity Recipient 


Taxpayer was entitled by the terms of 
her husband’s will to an annuity of $6,000 
per year during her life, which she had 
elected in lieu of dower. The annuity was 
not payable out of any designated fund, 
and in 1946 it had been paid to her by the 
trustee of the estate out of capital. The 
estate itself showed no taxable income in 
1946, as the deductions, including an amount 
for depreciation, exceeded the revenue. The 
Minister of National Revenue disallowed 
the depreciation deduction on the ground 
that taxpaver was a life tenant of the estate 
and assessed her for income tax on the 
amount of the depreciation allowed. 


The Income Tax Appeal Board allowed 
the appeal. Since taxpayer’s annuity was 
shown to have been paid entirely out of 
capital, it was not “income” within the 
purview of Section 3(1)(g) of the Income 
War Tax Act, and she was exempt from 
taxation. Nor was taxpayer taxable for the 
income of the estate occurring upon the 
disallowance of the depreciation deduction, 
since she had not received any payment out 
of income of the estate—Brown v. Minister 
of National Revenue. CCH DomINIon TAx 
CAsEs J 1-040. 


ts 


Deductibility of Company Expenses 
Paid from President's Personal Funds 


Taxpayer company appealed from the dis- 
allowance of fifty per cent of a deduction 
for traveling, selling and office expenses 
and telephone and telegraph charges for the 
years 1946 and 1947. The only witness 
for taxpayer was its president who held 
all but two shares. He testified that all 
sales in 1946 and 1947 were made by him, 
and all the company’s expenses were in- 
curred by him and paid out of his personal 
funds. The company had no office or 
books, and the president was too busy to 
keep a detailed account of his daily expenses 
incurred on behalf of the. company. He 
computed the company’s expenses by de- 
ducting what he believed to be his personal 
expenses from the total he spent during 
the year. 


The Income Tax Appeal Board dismissed 
the appeal, holding that taxpayer had failed to 
prove that the expenses were laid out wholly, 
exclusively and necessarily for the earning 
of its income within the meaning of Sec- 
tion 6(1)(a) of the Income War Tax Act. 
—Perfection Milking Machine Corporation 
(Canada) Limited v. Minister of National 
Revenue. CCH DomINIon Tax Cases § 1-041. 


Reserve for Payment of Discounts 
Not Deductible 


A wholesaler of roofing supplies claimed 
as a deduction from income in 1947 the 
sum of $5,000 set aside to pay discounts to 
purchasers of roofing materials who had 
bought in excess of a stipulated amount 
during the year. The Minister of National 
Revenue disallowed the claim. The Income 
Tax Appeal Board dismissed taxpayer’s ap- 
peal, holding that the $5,000 was in the 
nature of a contingent reserve for the pay- 
ment of premiums on the volume of pur- 
chases and hence taxable as income under 
the provisions of Section 6(1)(d) of the 
Income War Tax Act. The Board remarked 
that the setting aside of reserves represented 
sound accounting practice, but that income 
is taxed according to the provisions of the 
Income War Tax Act, not according to 
accounting practice. Taxpayer would be able 
to deduct the money actually paid out in 
premiums in its 1948 returns —D. v, Minis- 
ter of National Revenue. CCH CANADIAN 
TAx Reports § 86-016. 
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Cyclical Patterns in Income 


Taxable and Business Income. Dan Throop 
Smith and J. Keith Butters. National Bureau 
of Economic Research, Inc., 1819 Broadway, 
New York 23, New York. 1949. 342 pages. $4. 


On the average, for a large number of cor- 
porations in most industries during an eight- 
year period, the profits recorded on the books 
of the companies for their own purposes did 
not differ greatly from the net income they 
reported for tax purposes under the income 
tax statutes. There were marked divergences, 
however, when comparisons were made for 
individual industries and individual companies. 


These conclusions were reported as the out- 
come of an investigation into the definitions 
and the statistics of corporate income as it 
is measured for financial and for tax pur- 
poses. The study was carried on under the 
auspices of the Conference on Research in 
Fiscal Policy of the National Bureau of 
Economic Research. 

Dr. Dan Throop Smith and Dr. J. Keith 
Butters, members of the faculty of the 
Harvard Graduate School of Business Ad- 
ministration, present the results of the 
inquiry in this book. 

The authors found that, typically, the 
profits shown on the books of the companies 
they studied exceeded the net income the 
corporations reported, before auditing, for 
income tax purposes, but usually by less 
than ten per cent. 


In the process of audit by the Bureau of 
Internal Revenue, the taxable income re- 
ported is adjusted. Data on these adjust- 
ments indicate, the economists report, that 
the slight tendency for the profit shown on 
the books to be larger than the net income 
reported for tax purposes is just about off- 
set in the auditing. 

“Tn other words, when book profit is com- 
pared with audited statutory net income, the 
two figures tend to be about equal in most 
industries,” they report. 

In spite of the similarity between the total 
figures for book profit and taxable income, 
there were marked divergences around the 
average figure when comparisons were made 
for individual industries and individual com- 
panies. To a substantial degree, however, 
even for individual companies, divergences 
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in one year were balanced by offsetting 
divergences in other years. Some com- 
panies in all industries, and a substantial 
proportion of the companies in mining and 
public utility industries, showed divergences 
in the same direction year after year. 


In certain mining and public utilities in- 
dustries, the profit shown on the books 
typically exceeded the net income reported 
by income tax definitions by a much wider 
margin, often fifty per cent or more. 


For most of these extremely large differ- 
ences between profit as accounted for finan- 
cial purposes and net income as reported 
for tax purposes, differences in the method 
of accounting for depletion and depreciation 
of assets were probably responsible, the 
authors believe. Percentage depletion in the 


oil industry was a conspicuous source of 
difference. 


The two economists note the basic com- 
mon heritage of the concepts of taxable and 
business income. The principal reasons for 
divergences between them are described as 
falling into three broad categories. One 
source is a “reluctance to permit any deduc- 
tions for tax purposes until it is certain that 
all the events justifying them have occurred,” 
they note. This may give rise to a distortion 
of the annual income reported. 

From the tax standpoint, the distortion is 
of no concern. Assurance that deductions 
will not be taken before they accrue protects 
the immediate revenue. “But for business 
purposes, to postpone taking deductions be- 
cause of uncertainty concerning their precise 
timing and amount is highly inappropriate,” 
they assert. “It leads to a distortion of 
income and to a temporary overstatement 
of income and assets.” 

The second main reason for divergences 
arises from the use of surplus charges and 
credits for business purposes which are not 
accepted for tax purposes. The final mis- 
cellaneous group of differences arises from 
policy decisions to accord special treatment 
to certain types of income or expense, as, 
for example, capital gains and losses, per- 
centage depletion and tlie limitation on char- 
itable contributions. 


It was found that for most industries the 
margin between book profit and taxable 
income tended to be considerably wider over 
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the whole period for companies reporting no 
incomes or net losses for tax purposes than 
for companies reporting net taxable incomes. 
The variations between business income 
and taxable income do not appear to be re- 
lated to the size of companies in any sys- 
tematic manner. While the relationships 
found for the broad industrial groups during 
the eight years were fairly consistent, the 
variations for any one year, or for narrow 
industrial groups, were much larger. 


The differences between the two measures 
of income in dollars, for all corporations and 
for most major industry groups, did not 
seem to be related systematically to the 
different phases of the business cycle. 


However, there are cyclical patterns in 
the data when income and deficit corpora- 
tions are separated and the differences ex- 
pressed as percentages of net income or 
deficit. Losses reported for tax purposes 
tend to exceed book losses to a greater de- 
gree in prosperous years. Book profits tend 
to exceed taxable income to the greatest 
degree in depression years. 


Three samples were analyzed in the course 
of the study. Though in some respects far 
from ideal, they are reasonably adequate and 
in any event are the most comprehensive 
of any used in comparing book profit and 
taxable income. 


One consisted of the 1936 federal corpo- 
ration income tax returns of 505 miscel- 
laneous medium-size corporations. Another 
consisted of the tax returns and matching 
corporation reports of 353 corporations in 
1934, 469 in 1935, 588 in 1936 and 616 in 
1937. The third consisted of similar data 
for 1929 to 1936 for groups ranging from 
1,873 companies in 1930 to 3,392 in 1936. 
This comparison could not be carried be-* 
* yond 1936, the last year in which the return 
called for a book profit figure. - 


California Tax Study 


Taxing Municipal Bond Income. Lyle C. 
Fitch. University of California Press, 
Berkeley, California. 1950. 161 pages. $2.50. 


“Federal taxation of the interest on state 
and local indebtedness,” the author says, 
“has been one of the most contentious of 
the issues arising out of the American 
federal-state relationship. For the most 
part, the contributors to the extensive litera- 
ture and participants in the numerous dis- 
cussions on the subject have been engaged 
either in attacking or defending the im- 
munity and there has been relatively little 
exploration of the possibilities for a justi- 





fiable and mutually acceptable compromise, 
The main purpose of the present study is 
to establish a basis for such a compromise.” 


This booklet, a University of California 
Bureau of Business and Economic Research 
study, discusses benefits and costs of tax 
exemption, the case against exemption and 
the question of policy, and techniques for 
taxing municipal bond interest. Two con- 
clusions indicated by the study, Mr. Fitch 
believes, are: “(1) that the private ‘sub- 
sidies’ to high-income bondholders arising 
out of the present form of tax exemption 
should be abolished; and (2) that there is 
not a clear case for abolishing the borrow- 
ing ‘subsidy’ to the states and localities. 
The most that can be said is that the 
present form of the latter ‘subsidy’ is in- 
efficient, economically speaking, compared 
with other possible formulas.” 


Mr. Fitch continues by proposing several 
solutions and compromises, pointing out 
the obstacles to each arrangement and con- 
cludes that: “All of these compromises on 
future issues are unsatisfactory in that they 
do not recognize many of the basic prob- 
lems involved and are predicated upon 
traditional concepts of financial anarchy at 
the state and local level. It would be 
much better to attack the problem through 
a program of rationalizing federal, state and 
local fiscal relations . . . . For the present, 
however, political exigencies seem to in- 
dicate an approach along more practical 
lines if the ancient evil is to be eliminated.” 


Government Deficit and the Economy 


Peaks and Valleys in Wholesale Prices and 
Business Failures. Roy A. Foulke. Dun 
& Bradstreet, Inc., 290 Broadway, New York, 
New York. 1950. 79 pages. 


In this study, the author closely ex- 
amines the financing of the five great wars 
in which the United States has been in- 
volved—the Revolutionary War, the War 
of 1812, the Civil War, World War I and 
World War II—and shows what effects 
the monetization of government deficits 
has had on our economy. 

Mr. Foulke says: 

“There is no one factor which has such 
an immediate effect upon the well-being of 
a business enterprise as the level of prices 
of the raw materials which a manufacturing 
concern uses, or the level of wholesale prices 
of the products which a wholesale or re- 
tail concern handles.” 


Government controls during and after 
World War II had a somewhat stabilizing 
effect upon prices but, adds Mr. Foulke, 
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“Between 1940 and 1948 wholesale prices 
expanded 109.8 per cent,” with the whole- 
sale price index for the year 1948 reaching 
164.9, the highest point in our history 
since 1779. 


Mr. Foulke points out that the inverse 
correlation which exists between the level 
of wholesale commodity prices and the 
index of yearly business embarrassments 
would seem to be quite normal. The princi- 
pal reasons for business failures—lack of 
working capital, excessive liabilities, top- 
heavy fixed assets, inadequate sales and 
excessive inventories—are all results of faulty 
thinking that can be laid at the doorstep 
of the executive staff. Mistakes can be 
made and a business will survive, providing 
the general economic atmosphere is largely 
noncompetitive, as is the case when demand 
is greater than supply. However, with the 
return to a competitive conomy the mar- 
ginal enterprises succumb. 


Failures for 1945 were at an all-time low 
of 809, or only four failures per 10,000 
listed concerns. Failures for 1949 were 
9,246, or thirty-four failures per 10,000 con- 
cerns, a figure which is small when a com- 
parison is made with the average number 
of failures and failure rates for successive 
decades from 1900 to the present. From 
1900 to 1929, failures averaged ninety per 
10,000 concerns. From 1930 to 1939, failures 
dropped to eighty-six per 10,000 concerns. 
From then until 1945 the decrease in fail- 
ings continued. However, in 1946 the up- 
trend began, with five failings in 1946 to 
the thirtv-four failings in 1949 (again the 
rate is for 10,000 concerns listed). 


fn analyzing the post-World War I period 
Mr. Foulke writes, “If any single phrase 
could characterize the policy of President 
Coolidge during his entire term of office, 
it would be ‘economy in government ex- 
penditures.’ Unremitting efforts were con- 
stantly exerted to secure retrenchment, to 
reduce expenses in order to reduce the debt. 
Tt is possible that the inflation of World 
War TI, with its accompany subtle devalua- 
tion, may be somewhat more permanent.” 

Also included in Peaks and Valleys in 
Wholesale Prices and Business Failures are 
the 1948 fourteen important ratios for 
seventy-two lines of business activity. These 
seventy-two lines consist of thirty-six di- 
visions of manufacturing, twenty-four of 
wholesaling and twelve of retailing. 


New York Marital Deductions 


New York Marital Deduction Act of 1950 
—With Explanation. Commerce Clearing 
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House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. 1950. 48 pages. $1. 


This booklet contains a finely detailed ex- 
planation of New York Assembly Bill 1252, 
passed by the Legislature on March 22, 
1950. This bill, which provides a deduction 
similar to the deduction allowed for federal 
purposes, becomes effective on October 1, 
with respect to the estates of decedents who 
die on or after that date. 


Contents of the booklet include: provi- 
sions in common with the federal estate 
tax marital deduction, New York changes 
not in common with federal provisions and 
federal estate tax provisions not in common 
with New York provisions. Rate tables 
and tables illustrating the application of the 
New York deduction are included, with ex- 
planations, summaries of computations and 
detailed computations for estates from $1 
million to $20 million. There are also dis- 
cussions of certain aspects of the New York 
Act, federal estate tax law—the marital de- 
duction provisions, and federal estate tax 
regulations—the marital deduction sections. 
For more convenient use in the office, a 
topical index follows the text. 


Elements of a Revolution 


The Economics of John Maynard Keynes: 
The Theory of a Monetary Economy. Dudley 
Dillard. Prentice-Hall, Inc., 70 Fifth Ave- 
nue, New York 11, New York. Third Edi- 
tion, 1949. 364 pages. $5. 


Today the name of John Maynard Keynes 
or, if not the name, then the prevailing 
theories of Keynesian economics earmark 
almost any major item of political-economic 
material, whether it be a Congressional 
profit probe, a report by the President’s 
Council of Economic Advisers or the back- 
ground data of a national-emergency strike 
board of inquiry—nor is this regularity of 
reference to the “New Economist” a chance 
“cropping-up.” The important, pervading 
opposite is the actual fact: Keynes’s thought 
dominates current economic theory and 
action. 

Indeed, it is interesting to speculate as 
to what the results might have been had 
this book which is, in essence, an exposition 
of Keynes’s General Theory of Employment, 
Interest and Money been available in the eco- 
nomics classes attended by the men who 
make up today’s executive group. Regret- 
ably, it was not, and the result has been a 
managerial class formally trained in classic 
theories, seriously complicating adjustment 
to current political-economic trends. 
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However, the time lag between proclama- 
tion of the Keynesian revolution and its 
incorporation into elementary texts is not 
irremediable. This book, a third edition of 
Professor Dillard’s careful charting of 
Keynes’s work, should certainly be included 
_as part of the remedy. 


The author expounds, neatly and sympa- 
thetically, the key theories which Keynes 
formulated in his General Theory. However, 
Professor Dillard does not limit himself to 
the abstract doctrines of Keynes’s classic 
anticlassical text. This is a ground map of 
Keynesian theory which emphasizes oper- 
ational significance. There is a constant and 
valuable stressing of the relation between 
Keynes’s principles and current political ac- 
tion. Thus, basic national-income analysis 
and Keynes’s interrelation of the enormous 
aggregates of total income, consumption and’ 
investment are treated, not only along strict 
economic lines, but as factors in govern- 
mental policy, as well. 


In another important sense, Professor 
Dillard does not confine his work to the 
General Theory; it carefully reflects, not only 
these original guiding principles, but also 
the modifications indicated in Keynes’s writ- 
ings between 1926 and his death four years 
ago. Moreover, in relating Keynes’s theories 
to current political thinking the author notes 
the real distinctions which should be made 
between the economics of Keynes and “Key- 
nesian economics.” 


For the businessman, intent on making 
up for the too close proximity of his college 
years to the birth of the new economics, 
and for today’s students—this text becomes 
an excellent introduction to the architect of 
those economics. 


Tax Administrators’ Convention 


Revenue Administration, 1949. Federation 
of Tax Administrators, 1313 East 60th Street, 
Chicago 37, Illinois. 1949. 78 pages. 

The National Association of Tax Admin- 
istrators, a constituent organization of the 
Federation of Tax Administrators, held its 
seventeenth annual conference at Lake Ta- 
hoe, California, from June 21 to June 25, 
1949. Here are the complete proceedings 
of this meeting, including papers presented 
at the conference, reports of section meet- 
ings and minutes of the business meeting. 
Also listed are national officers, standing 
committees and conference attendants. 


The papers included in this volume are: 
Selection of Sales Tax Accounts for Audit, 
by W. T. Denny; Income Tax Verification, 
by R, E. Wilson; Are Highway User Taxes 


Adequate?, by H. D. Abbott, “Doing Busi- 
ness”: Its Meaning Today, by David Fuss; 
Allocation of Value and Income for State 
Tax Purposes, by P. B. Hamilton; Better 
Organization for Tax Enforcement, by C. F. 
Conlon; NATA Federal Relations Pro- 
gram, by C. E. Glander; Taxation and Pub- 
lic Finance in Nevada, by Clifford Jones; 
The Current Bank Tax Situation, by F. S. 
Wahrhaftig; and Practical Means of Strength- 
ening Local Property Tax Administration, 
by R. B. Welch. 


Attention, Pension Planners 


Blueprinting the Pension Plan. Commerce 
Clearing House, Inc., 214 North Michigan 
Avenue, Chicago 1, Illinois. 1950. 127 pages. $1 


With the growing number of pension plans 
comes an increasing awareness of the many 
complications that can be involved. It is 
necessary, therefore, to plan very carefully, 
to think out beforehand how each part of 
the plan is to be set up, not only with an 
eye to current needs but to guard against 
future contingencies. The publishers have 
prepared this book to give all who must 
bear the responsibility of setting up and 
perfecting pension plans a clear-cut ex- 
planation of all of the factors which must 
be considered. 


‘Contents include discussions of such sub- 
jects as pension plan bargaining, federal in- 
come tax, labor law, social security, state 
income taxes, SEC, corporation law, trust 
law, blue-sky laws and explaining the pen- 
sion plan. Charts, tables and sample pen- 
sion clauses illustrate the explanatory matter. 
In addition, texts of federal tax regulatidhs 
have been added since these are most fre- 
quently referred to by pension authors. The 
appendix also contains Internal Revenue 
Code Provisions. A topical index is included 
to help the reader locate the answer to his 
problem more readily. 


Prairie State Report 


Report of the Revenue Laws Commission of 
the State of Illinois. Revenue Laws Commis- 
sion, 307 Centennial Building, Springfield, 
Illinois. 1949, 662 pages. 


Part I of this 1949 report is a summary 
of recommendations of the Commission to 
the Governor and General Assembly of IIli- 
nois. The basic premises on which the 
study was begun and an outline of methods 
used in the research appear in Chapter I; 
Chapter II contains the Commission’s recom- 
mendations for the improvement of Illinois 
taxing and fiscal matters. 
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Part II, containing 630 of the book’s 662 
pages, presents twenty-three detailed re- 
ports prepared by the Commission’s research 
staff. H. K. Allen, Director of Research, 
writes: “The primary purpose of the research 
studies is to present information and an an- 
alysis of facts to assist the Commission 
and the General Assembly in considering 
the desirability of changes in the State and 
local tax system and problems related thereto.” 
These studies should be of interest, not only 
to citizens of Illinois, but to others interested 
in tax theory and problems. 


Georgia Tax Study 


Report of the Tax Revision Committee. 
State of Georgia, Atlanta, Georgia. 1950. 
110 pages. 

As part of a continuing study “to secure 
a revised, simplified and equitable system 
of taxation for the State, which will produce 
the revenue needed,” the Georgia Tax Re- 
vision Committee has submitted its 1949 
report to the state legislature. The ten 
chapters in the report sum up the fiscal 
problems of Georgia, its revenue system and 
state taxes. The text is accompanied by 
numerous charts and tables. 


Puerto Rico Tax Exemptions 


Puerto Rico, U.S.A., Facts for Business- 
men. Puerto Rico Industrial Development 
Company, 4 West 58th Street, New York 19, 
New York. 1949. 88 pages. 


This booklet, with a lively text and inter- 
esting photographs of the Puerto Rican 
scene, is intended as a basic textbook for 
businessmen interested in industrial devel- 
opment opportunities on the Island. On 
page sixty-two of the magazine is found 
the text of the “Industrial Tax Exemption 
Act of Puerto Rico,” as amended. The act 
is reproduced in full in the booklet. 


Kentucky Revenue Department 
Reports 


The Department of Revenue, Frankfort, 
Kentucky, has published its report for the 
year ending June 30, 1949. The bright red 
and white cover, with its “handwritten” note 
from Commissioner H. Clyde Reeves to 
the citizens of Kentucky, loudly declares, at 
the reader's first glance, that this is no dull, 
droning statistical account, but a cheerful, 
friendly report from the Kentucky Depart- 
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ment of Revenue to the people. This report 
is an excellent example of the possibilities 
for such booklets. 


Throughout the book amusing sketches 
and clearly illustrated charts supplement the 
written matter. Not only does the report 
show sources of revenue and expenditures 
of the year’s collections, but it explains the 
setup of the department and changes and 
improvements made within the year. Recent 
court decisions are discussed and new tax 
laws and policies explained. The report is 
concise and clear, yet pictures the subject 
completely. There are some statistics worked 
into the text and accompanying charts, but 
a regular statistical supplement, for those 
who are interested in and understand such 
matters, is published and may be obtained 
on request from the Department of Revenue, 
Frankfort, Kentucky. 


ARTICLES 


Tax Minimization by Incorporation .. . 
What are some of the possibilities and dan- 
gers involved in attempts to reduce taxes 
by forming or using the corporate device? 
—Murchison, “Tax Advantages and Disad- 
vantages of Incorporated Pocketbooks,” 
North Carolina Law Review, December, 1949. 


Tax-Exempt Corporations An in- 
creasing number of commercial enterprises 
have already come under the control and 
operation of organizations exempt from the 
corporate income tax under IRC Section 101. 
The problems thus presented are herein dis- 
cussed.—Finkelstein, “Freedom from Un- 
certainty in Income Tax Exemptions,” 
Michigan Law Review, February, 1950. 


Livestock Sales and Code Section 117(j) 
- According to the author, the recent 
Albright case is the most significant decision 
bearing upon the American farmer’s income 
tax ever rendered by any court.—Ver Ploeg, 
“Income Tax on Livestock Sales in the 
Light of Recent Decisions,” Jowa Law Re- 
view, Fall, 1949. 


Family Land Trusts . . . How may the 
owners of undivided interests in real prop- 
erty liquidate their interests without an eco- 
nomic loss and also obtain an advantageous 
investment return during liquidation? Ac- 
cording to this article, the family land trust 
is the most adequate legal entity for these 
purposes.—Glass, “The Family Land Trust 
Treated as an Association for Federal In- 
come Taxation,” Washington and Lee Law 
Review, Volume 6, Number 2 (1949). 
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tive for returns due March 15, 1950, and 
thereafter, providing that “every 
corporation shall be deemed to be doing 
business within this State if it engages 
within this State in any activities or trans- 
actions for the purpose of financial profit 
or gain, whether or not such corporation 
qualifies to do business in this State and 
whether or not it maintains an office or 
place of doing business within this State, 
and whether or not any such activity or 
transaction is connected with interstate or 
foreign commerce.” 


In the Dan River Mills case the Superior 
Court of Fulton County held that a foreign 
corporation is not “doing business” in the 
state when its activity within the state is 
limited to the maintenance of a sales office 
through which orders are transmitted to 
the home office outside Georgia and, there- 
fore, is not subject to the Georgia income tax. 


Recent Tax Decisions 


Hurricane Damages— Fruit Groves.— 
Taxpayers claimed business deductions for 
hurricane damages to avocado, mango and 
citrus groves in Florida, taking into con- 
sideration the various costs which went 
into the total cost of producing the trees, 
and estimating the components of this cost 
which still remained after the storm. The 
formula (taking into consideration the cost of 
land, cost of trees and per cent of trees de- 
stroyed of total trees) used by the taxpayers 
in determining the losses suffered was up- 
held. A deduction denied was a loss at- 
tributable to trees which were damaged 
or lost and which were the property of a 
corporation which had been dissolved for 
nonpayment of taxes, but whose assests 
had not been transferred to the shareholders 
(taxpayers). Krome, CCH Dec. 17,543(M). 


Editorial Help from Wife Not Deducti- 
ble.—A Maryland man won $25,000 as first 
prize in a contest for devising “the best 
and most constructive plan for postwar 
employment in the United States.” The 
company that conducted the contest pub- 
lished the plan and gave it widespread 
distribution in the form of advertising. 
The terms of the contest had been pro- 
mulgated in the form of advertising, and 
the prize money was treated by the corpo- 
ration as a business expense for its current 
taxable year. It was held that the amount 
received by the petitioner constituted com- 
pensation and was taxable income to him. 


No portion of the petitioner’s award was 
allocable to his wife as her earnings, and 
no amount was deductible by the petitioner 
as compensation paid for her services. Stein, 


CCH Dec. 17,561. 


Reasonableness of Compensation. — A 
prior proceeding involving reasonableness 
of compensation paid taxpayer's officers 
was found not to be res judicata as to the 
present proceeding, because, in the prior 
proceeding, only the amount of compensa- 
tion had been approved, not the method by 
which it was computed. Burford-Toothaker 
Tractor Company, CCH Dec. 17,552 (M). 


A petitioner paid $15,000 in 1943 to each 
of two officers, its president and its secretary- 
treasurer, as salaries. The Commissioner 
determined a reasonable allowance for each 
officer to be $9,000, and accordingly dis- 
allowed a total of $12,000. 


The two officers owned all of the stock 
in the petitioning corporation during the 
year 1943. The president solicited all busi- 
ness on a competitive-bid basis, in 1943 a 
net gross amount of about $92,000. He 
also had signed a note for $15,000 for 
capitalization. His work in the business 
averaged from twelve to sixteen hours a day, 
and all his time was spent in the plant 
when he was not out soliciting business. 

The other officer was a foreman, “set-up” 
man and skilled operator. His hours of 
work were from twelve to sixteen a day, 
and, though he did not bring in any busi- 
ness, he devoted his time entirely to plant 
operations. 


The sum of $15,000 was held to be a 
reasonable allowance for the first officer, 
and $9,000 for the second. The evidence 
showed clearly that the one contributed 
services of greater value than the other. 
Bar Products Company, Inc., CCH Dec. 
17,566 (M). 

Charitable Contributions: Educational 
Purposes.—Because the selling price of tax- 
payers’ residence was equal to the fair mar- 
ket value and no donative intent motivated 
its sale to a school at a loss, no charitable 
contribution deduction was _ allowable. 
Coulter, CCH Dec. 17,565 (M). 

Long-Term Compensation.—A _ service- 
man who wrote a novel based on his war 
experiences could include, for purposes of 
the long-term compensation statute, the 
war period during which he made memo- 


randa of his experiences. Richardson, CCH 
Dec. 17,576. 
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SUPREME COURT 


Constitutionality: Restrictive legislation 
on a sovereign state: Dismissal of appeal. 
—The United States Supreme Court, in 
the form of a per curiam opinion, has dis- 
missed an appeal in Board of Regents of the 
University of Wisconsin v. State of Illinois. 
The Illinois Supreme Court previously held 
that a bequest by an Illinois decedent to 
the University of Wisconsin Board of Re- 
gents was subject to the Illinois inheritance 
tax, and that such taxing did not contra- 
vene the constitutional prohibition to impose 
restrictive legislation on a sovereign state 
since the receipt of the legacy was dependent 
upon the Illinois statutes. The Board of 
Regents, the Illinois Court ruled, was a 
“body corporate” created under the laws of 
Wisconsin, and a bequest to such a body 
does not come within the exemption pro- 
visions of the Illinois inheritance tax law. 
—Board of Regents of the University of 
Wisconsin et al. v. State of Illinois, CCH 
INHERITANCE ESTATE AND Girt TAX REPORTS 
q 17,142. 


TAX COURT 


Effect upon gift tax of return of prop- 
erty to donor.—The donor transferred prop- 
erty to his wife and children in order to 
avoid the estate tax. After the donor had 
received advice that the purpose of the 
gift had failed, the property was recon- 
veyed to him. Nevertheless, upon a finding 
that the original gift had been unconditional, 
it was held subject to the gift tax.—William 
H. Board v. Commissioner, CCH Dec. 17,508. 


Gift tax: Interest of wife in realty under 
state law.—Gifts of realty were taxed en- 
tirely to the donor, despite his contentions 
that his wife had an equitable interest 
therein based on her marital rights under 


Interpretations 


Florida law, and from the facts that she 
had provided part of the purchase price, 
and had contributed both money and labor 
in the joint improvement and accumulation 
of the realty. These contentions failed to 
gain a favorable response, where the wife 
had but a contingent interest in her hus- 
band’s property during his lifetime, and 
there was a failure of proof that the value 
of the property reflected economic contribu- 
tions by her.—C. J. Carlson v. Commissioner, 


CCH Dec. 17,556. 


Stock transfers taxable due to retention 
of rights——Transfers of stock were held 
taxable for estate tax purposes due to the 
retention of enjoyment and reservation of 
an express reversionary interest. The dece- 
dent transferred to his wife the stock in 
a corporation of which he was sole stock- 
holder. The transfers were subject to pro- 
visions that the corporation could hypoth- 
ecate any of its stock for loans, and 
could repurchase its shares on the same 
terms as a bona fide offer received by 
stockholders. The wife also was required 
to will any stock which she might own 
to the corporation. 

In connection with the retention of the 
the reversionary interest, the Tax Court 
pointed out that there was no evidence 
that the value of the interest immediately 
before the decedent’s death was less than 
five per cent of the value of the entire 
property. If such was the case, the transfer 
would not be taxable due to the express inter- 
est, under the 1949 Technical Changes Act. 


A contention that the transfers also 
were taxable as made in contemplation of 
death was rejected. This was because the 
purpose of the transfers was to allay the 
decedent’s wife’s fears and suspicions that 
the decedent would consent to demands 
of his brothers and former partners that 
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they be admitted into the business.—Estate 
of James Gilbert, Deceased, Charlotte K. Gil- 
bert, Executrix v. Commissioner, CCH Dec. 
17,511. 


Gift tax: Value of ring includes ten per 
cent excise tax.—Where a taxpayer pur- 
chased a diamond ring at retail and gave it 
to his wife one week later, the value of the 
ring for gift tax purposes is determined to 
be an amount equal to the total purchase 
price paid by the taxpayer for the ring, 
including the ten per cent federal excise 
tax which the seller added to the price 
and later paid to the collector of internal 
revenue, since that sale is the best evidence 
of value in the record.—Estate of Frank 
Miller Gould, Deceased, Paul J. Longua and 
Bank of New York and Fifth Avenue Bank, 
Executors v. Commissioner, CCH Dec. 17,539. 


California community property: Accept- 
ance of transfer under husband’s will.— 
The decedent and her husband held pre- 
1923 California community property. Upon 
the husband’s death, his will left the residu- 
ary estate in trust with the decedent named 
as the income beneficiary. The decedent’s 
election to accept the income for life from 
the community property did not constitute 
a taxable transfer under Code Section 811 
(c).—Estate of Selina J. Gray, Deceased, 
William J. Gray and Carlton R. Gray, Execu- 
tors v. Commissioner, CCH Dec. 17,525. 


STATE COURTS 


Alabama: Income tax deduction: Effec- 
tive date of bill—The income tax deduc- 
tion for medical expenses as provided for 
by Act 693, Laws 1947, applies to the 
entire year of 1947, even though the act 
was not effective until October 9 of that 
year. Basing its opinion upon Section 5 of 
the act, the state contended that only 
such amount as was paid by the taxpayer 
in that year occurring after October 9 
should be deductible. The taxpayer, citing 
Section 1, contended that the act provided 
for a deduction of such sums as were 
paid throughout the “taxable year.” The 
court agreed with the taxpayer, stating 
that the provision in Section 5: “This Act 
shall take effect upon its passage and approval 
by the Governor or upon its otherwise 
becoming a law,” was inserted because the 
lawmakers did not wish to subject the 
act to a possible construction that it was 
penal and that its effect would be post- 
posed for sixty days under the terms of 
Section 8, Title 1, Alabama Code, General 





Acts of 1947—Ala. State of Alabama vz. 
First National Bank of Montgomery, CCH 
ALABAMA TAX REports J 16-007. 


Arizona taxes on milk processors.—The 
imposition, on dairies processing milk, of 
a retail sales tax and a tax on sales for 
resale, based on gross receipts, is valid— 
Ariz. Arizona Tax Commissioner v. Dairy 
and Consumers Cooperative Association, CCH 
INTERSTATE SALES TAx Reports § 15-036. 


Determination of gift tax: Ministerial 
duties of Commissioner: Written objections 
to determination.—Following the collapse 
of negotiations in attempting to settle the 
donor’s gift tax liability, the donor brought 
suit to obtain a declaratory judgment that 
the Commissioner had lost jurisdiction to 
compute the tax, since it had not been 
computed within six months after filing of 
the returns. The Commissioner’s answer 
in the suit contained a full statement of 
his computation and determination. This 
is held a sufficient fulfillment of the minis- 
terial duties of the Commissioner in connec- 
tion with the determination of the tax. 
Since the donor failed to file written objec- 
tions in court to such determination, the 
tax is held to have become final.—Colo. 
Commissioner of the State of Colorado, Joseph 
E. Newman, Deputy Attorney General, and 
Allen Moore, Assistant Attorney General, 
Plaintiffs in Error v. L. B. Maytag, Defend- 
ant in Error, CCH INHERITANCE ESTATE AND 
Girt TAx REports { 17,132. 


Sales Tax: Classification of magazines 
and periodicals—Magazines or periodicals 
are not comprehended within the statutory 
provision exempting newspapers from sales 
taxes. Such a classification is valid and 
does not offend either the state or federal 
constitution—Fla. Gasson v. Gay, CCH 
FLorIpA TAx ReEPortTs { 69-001. 


Valuation of property: Equalization fac- 
tor.—The contention of an oil company 
that its property was assessed at a higher 
percentage than other property in the county 
because the equalization factor of twenty- 
two per cent set by the Department of 
Revenue for the previous year was used 
cannot be sustained when the only evidence 
the company can produce is the fact that 
the board of review reduced the valuations 
of individual lands and lots in certain town- 
ships in an aggregate amount equal to 
38.4 per cent of the total assessments listed 
by assessing officials—Ill. People ex rel. 
Tennyson v. Texas Company, CCH ILttnots 
TAx Reports { 24-019. 
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Liability for New Jersey tax: Absence of 
direction.— The federal estate taxes on non- 
testamentary property were held by a New 
Jersey Superior Court to be payable by the 
executor, in the absence of any direction 
from the testator as to payment.—N. J. 
The First National Bank of Jersey City, 
Executor and Trustee under the Last Will 
and Testament of William J. Arlitz, Plaintiff 
v. Graham B. Arlitz, et al. Defendants, CCH 
INHERITANCE ESTATE AND Girt Tax REPORTS 
q 17,136. 


Radio broadcasting in New Mexico: 
Taxation of fees—The contention that re- 
ceipts are proper subjects for taxation in 
New Mexico again has been held to be 
true by the New Mexico Supreme Court 
on the second appeal in the Albuquerque 
Broadcasting Company case. Strictly inter- 
state broadcasts cannot be classed as tax- 
able events. However, intrastate broadcasts 
are taxable. Broadcasts are classified intra- 
state if they originate within the state, are 
intended for local patronage and are paid 
for by local business—N. Mex. Albuquerque 
Broadcasting Company v. Bureau of Reve- 
nue, et al., CCH INTERSTATE SALES TAx 
Reports { 1-300.3201. 


Liability for New York tax: Life income 
from trust v. annuity—Where a New York 
beneficiary was the recipient of a life in- 
come from a trust rather than of an 
annuity, he was not compelled to reimburse 
the principal for taxes paid on his interest. 
Since there was no likelihood that the 
principal sum would be invaded, despite 
the presence of a power of invasion, the 
interest was held not to be an annuity. 
Here, a stipulated amount was payable 
monthly out of the principal fund, while 
the power of invasion was provided in the 
event that the income from the principal 
would not be sufficient to meet the stipu- 
lated payments.—N. Y. Estate of Garvin 
Thomas, CCH INHERITANCE ESTATE AND GIFT 
TAx REports § 17,137. 


Contemplation of death: Christmas gifts 
as reward for services.—Equal gifts by a 
decedent eleven years before her death were 
not made in contemplation of death, where 
they were acts of generosity and kindness 
at Christmas time, and served to reward 
the donees for material assistance in helping 
to build up a family business——Ohio. Jn re 
Estate of Hildebrant: Hildebrant, Executor, 
Appellant v. Department of Taxation, Appel- 


Interpretations 





lee, CCH INHERITANCE EsTATE AND Girt TAX 
Reports { 17,138. 


United States bonds kept in safe deposit 
box: Transfer at death.—United States sav- 
ings bonds payable jointly or at the decedent’s 
death and kept in his safe deposit box 
were taxable, although the decedent had 
told another where the key way. This con- 
clusion was reached where no attempt was 
made by the other person to gain access 
to the box during the decedent’s lifetime.— 
Pa. Estate of William H. Forsythe, De- 
ceased, CCH INHERITANCE ESTATE AND GIFT 
Tax Reports { 17,140. 


Expenses of sale for Pennsylvania distri- 
bution purposes: Deductibility—The ex- 
penses of a sale of real estate by the heirs for 
distribution purposes were not deductible 
in determining the Pennsylvania inheritance 
tax. Where the property passed directly 
to the new owners, free from any condi- 
tions, the sale was the result of their 
voluntary acts in dealing with their own 
property. The property was valued for 
inheritance tax purposes as of the date of 
the decedent’s death, when the transfer 
occurred.—Pa. Estate of Louis S. Harris, 
CCH INHERITANCE ESTATE AND GIFT TAx 
Reports § 17,139. 


Income tax: Domicile of minor.—A Wis- 
consin resident who attended an out-of- 
state university did not abandon his 
domicile in Wisconsin, since he registered for 
selective service as a resident of Wisconsin 
and returned to the state upon completion 
of his military service and because he failed 
to pay income taxes to the state where he 
claimed to be domiciled—Wis. James R. 
Whitman, Jr. v. Wisconsin Department of 
Taxation, CCH WIscoNsIn Tax REPoRTS 
7 14-695. 


RULING 


Determination of tax: Assignment of 
beneficial interests.—The decedent’s brother, 
to whom her entire estate had been bequeathed, 
assigned part of his interest in the estate to 
a brother and sister, who had been ignored 
under the will. Since the transfer was by 
assignment rather than stipulation, the Mis- 
souri inheritance tax is determined on the 
basis of distribution under the will rather 
than under the assignment.—Mo. Opinion 
of the Attorney General, CCH INHERITANCE 
EsTaATE AND Girt TAX REPorTs § 17,117. 






















ALABAMA 
june 1 
Automobile dealers’ report due. 
June 10—— 


Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


June 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax second installment due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


June 20—— 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due, 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 


ARIZONA 


June 1 


Corporations’ annual registration fee and 
report due. 


June 5—— 
Alcoholic beverages licensees’ report due. 
Railroad, telegraph and telephone com- 
panies’ report due. 
June 10—— 


Wholesalers of malt, vinous and spirituous 
liquors, report and payment due. 
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June 15—— 
Gross income report and payment due. 
Income tax second installment due. 
Phoenix business privilege tax report and 
payment due. 


June 20 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 

June 25—— 

Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and pay- 
ment due. 









ARKANSAS 
June 10—— 


Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Statement of purchases of natural re- 
sources due. 
June 15—— 
Compensating (use) tax report and pay- 
ment due. 
June 20—— 


Gross receipts tax report and payment 
due. 


Use fuel tax report and payment due. 
June 25—— 
Motor fuel tax report and payment due. 


Natural resources severance tax report 
and payment due. 


CALIFORNIA 





June 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


June 15—— 
Beer and wine report and tax due. 


Common carrie8s’ report of alcoholic bev- 
erages imported due. 


Distilled spirits report and tax due. 
Use fuel tax report and payment due. 


June 20—— 


Motor carriers’ gross receipts report and 
tax due. 


May, 1950 «© TAX ES—The Tax Magazine 








ji 





1e, 


nd 


y- 


nt 


nd 





COLORADO 
June 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 


June 10—— 
Motor carriers’ report due. 


June 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


June 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 


June 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
June 15—— 
Gasoline use tax report and payment due. 
Railroad and street railway tax semi- 
annual installment due. 


June 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


June 25—— 
Gasoline tax report and payment due. 


DELAWARE 

June 1 

Chain store tax report and payment due. 

Express, telegraph and telephone com- 

panies’ report due. 

Manufacturers’ license tax report and pay- 
ment due. 

Merchants’ license tax report and pay- 
ment due. 


First Monday 
Steam, gas and electric companies’ tax 
due. 
June 15—— 
Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due. 
June 30—— 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 








DISTRICT OF COLUMBIA 
June 10—— 
Licensed manufacturers and wholesalers 
of beer, report due. 
Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


State Tax Calendar 









June 15 
Beer tax due. 


June 20—— 
Sales and use tax report and payment 
due. 


June 25—— 
Gasoline tax report and payment due. 





FLORIDA 
June 1 
Auto transportation companies’ report and 
tax due. 
June 10—— 


Manufacturers’ and dealers’ alcoholic bev 
erages report and tax due. 


June 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erages report due. 


June 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 
Sales, use, rental and admissions taxes 
and reports due. 





GEORGIA 
June 10—— 
Cigar and cigarette wholesale dealers’ 
report due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
June 15 


Income tax second installment due. 
Malt beverage tax report due. 


June 20 
Gasoline tax report and payment due. 








IDAHO 
June 1 
Ore severance tax due. 
June 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ report and 


tax due. 





505 








Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quarterly 
installment due. 


June 20—— 
Property tax 
delinquent. 


June 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


semiannual installment 


ILLINOIS 
June 1 
Bank share tax due (last day). 
Personal property tax return and pay- 
ment due (last day). 
Private car lines’ property tax semiannual 
installment due. 
Real property tax semiannual installment 
due. 


June 10—— 
Motor carriers’ mileage tax report and 
payment due. 


June 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ tax report and payment 








due. 
Sales tax report and payment due. 
June 20—— 
Gasoline tax report and payment due. 
June 30—— 
Transporters’ gasoline report due. 
INDIANA 
June 1 
Alcoholic vinous beverage tax due. 
June 10—— , 
Cigarette distributors’ interstate business 
report due. 
June 15—— 


Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
June 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 
June 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 





IOWA 
First Monday: 
Freight line and equipment companies’ 
property tax report due. 
June 10—— 
Carriers’ gasoline tax report and payment 
due. 
Class “A” permittees’ beer tax report 
and payment due. 
June 20—— 
Gasoline tax report and payment due. 


June 30—— 
Cigarette distributors’ and wholesalers’ 
license fee due. 





KANSAS 
June 10—— 
Malt beverage report due. 
June 15—— 


Alcoholic liquor manufacturer’s and dis- 
tributor’s reports due. 

Carriers’ gasoline and fuel use tax report 
due. 

Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 


June 20—— 
Alcoholic liquor retailer’s report and pay- 
ment due. 
Bank share tax second installment due. 
Property tax second installment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 


June 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
June 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
June 15—— 


Alcoholic beverage report due. 

Passenger carriers’ mileage tax due. 

Transporters’ fuel use tax report and 
payment due. 


June 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


June 30—— 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 
Domestic and foreign corporations’ annual 
statement of process agent due. 
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Foreign corporations’ statement of exist- 
ence due. 

Louisville income tax withholding agents’ 
payment due. 

Public utilities’ gross receipts tax report 
and payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 

Users’ motor vehicle fuel tax report and 
payment due, 


LOUISIANA 





June 1 
Soft drinks tax report due. 
Tobacco tax report due. 


June 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


June 15—— 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 

Foreign corporations having no office in 
Louisiana, income tax return and pay- 
ment due. 

Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 


June 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment 
due. 


MAINE 





June 1 
Franchise tax report due. 
Telephone and telegraph companies’ tax 
due. 


June 10—— 
Manufacturers and wholesalers of malt 
beverages, report due. 


June 15—— 
Railroad and street railroad tax install- 
ment due. 


June 25—— 
Use fuel tax report and payment due. 


June 30—— 
Gasoline tax report and payment due. 
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MARYLAND 





June 10 
Admissions tax payment due. 
Beer tax report and payment due. 


June 15—— 
Sales and use tax report and payment 
due. 


June 30—— 
Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 
June 1 
Bank net income tax due. 
Insurance company premiums tax due 
(last day). 
Public utility companies’ tax due. 


June 10—— 
Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 


June 20—— 
Tobacco tax report and payment due. 


June 30 
Motor fuel tax report and payment due. 








MICHIGAN 
June 5—— 
Carriers’ gasoline statement due. 
June 10—— . 


Common and contract carriers’ report 
and fee due. 


June 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


June 20—— 

Cigarette tax report and payment due. 

Diesel fuel users’ report and payment due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Fuel sold for use on vessels, tax due. 

Gas and oil severance tax report and 
payment due (last day). 


June 30-—— 
Cigarette distributors’ license expires. 
Property vested in Michigan by escheat, 
report due. 


MINNESOTA 
June 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 


June 14— 
Iron severance tax due (last day). 
Taconite tax due (last day). 








June 15—— 


Income tax (over $30) second install- 
ment due. 


Interstate motor carriers’ mileage tax due. 


June 20—— 
Cigarette tax and report due. 


June 23—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


June 30—— 


Cigarette distributors’ and sub-jobbers’ 
license expires. 


MISSISSIPPI 
June 1 


Electric light and power, express, pipe 
line, railroad, sleeping car, telegraph 
and telephone corhpanies’ report due. 


June 5—— 
Factories’ report due. 








June 10—— 
Admissions tax report and payment due. 


June 15—— 
Alcoholic beverage wholesalers’, distribu- 


tors’, retailers’ and common carriers’ 
report due. 


Carriers’ gasoline tax report due. 


Compensating (use) tax report and -pay- 
ment due. 


Income tax second installment due. 


Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report df 
sales due. 


Manufacturers, distributors and whole- 
salers of tobacco, report due. 


Occupation (sales) tax and report due. 
Timber severance tax and report due. 


June 20—— 
Gasoline and oil distributors’ report and 
payment due. 


Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 


June 25—— 


Gas severance tax report and payment 
due. 


Oil and Gas Board maintenance charge 
due. 


Oil severance tax report and payment due. 


MISSOURI 





June 1 
Bank excise (income) tax report and 
payment due. 
Intangibles tax delinquent. 
Kansas City merchant and manufacturer 
license expires. 


June 5—— 


Nonintoxicating beer permittees’ report 
due. 


June 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products, report 
due. 


June 15—— 
Alcoholic beverage sale report due. 


June 25—— 
Use fuel tax report and payment due. 


June 30—— 
Gasoline distributors’ report and payment 
due. 
Soft drinks manufacturers’ report and 
payment due. 





MONTANA 
June 1—— 
Moving-picture theater licenses issued and 
tax due. 
June 15 





Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Income (corporation license) tax due. 


NEBRASKA 
June 1 


Car company, other than sleeping car 
company, report due. 
June 10—— 
Cigarette distributors’ report due. 
June 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 





NEVADA 

June 1 
Mine owners’ annual report due. 
First Monday. 
Property tax quarterly installment due. 
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June 10—. 
Liquor report by out-of-state vendors 
due. 


June 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 


June 25— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


















































NEW HAMPSHIRE 
June 10—— 
Manufacturers’, wholesalers’ and impor- 
ters’ alcoholic beverage report due; 
wholesalers’ payment due. 


June 15— 

Use fuel tax report and payment due. 
June 30—— 

Motor fuel report and tax due. 




















































NEW JERSEY 








June 1 
Bank share tax semiannual 
due. 
Insurance companies’ 
premiums tax due. 


June 10—— 
3usses (interstate) report and excise tax 
due. 


Jitneys (municipal) gross receipts report 
and tax due. 


June 15 
Railroad companies’ franchise tax due. 


June 20—— 

Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 


June 25 
Busses (municipal) gross receipts report 
and tax due. 


June 30—— 
Carriers’ gasoline tax report due. 
Distributors’ gasoline report and pay- 

ment due. 





installment 









(except marine) 





























































NEW MEXICO 






June 15—— 
Occupational gross 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 
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income tax report 
















June 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 


June 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 





NEW YORK 
June 15—— 
New York City gross receipts tax return 
and payment due. 


June 20—— 
Alcoholic beverage tax and report due. 


June 25—— 

Conduit companies’ tax and report due. 

New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 

Public utilities’ additional tax and return 
due. 


June 30—— 
Gasoline tax report and payment due. 


NORTH CAROLINA 





June 1 
Chain store tax due. 
License tax due. 


June 10—— 
Carriers’ gasoline tax report and pay- 
ment due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


June 15—— 
Income tax second installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


June 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
June 10—— 
Cigarette distributors’ report due. 


June 15 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax second installment due. 
Interstate motor carriers’ tax due. 


June 25—— 
Use fuel tax report and payment due. 
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OHIO 
June 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 


June 15— 
Cigarette use tax and report due. 
Toledo estimated income tax second in- 
stallment due; amended tax declaration 
due. 


June 20—— 
Dealers’ gasoline tax report due. 
Real and public utility property tax semi- 
annual installment due. 


June 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
June 5—— 
Operators’ report of mines other than 
coal due. 
June 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 


Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 


June 15— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Income tax second installment due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


June 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 


Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. . 

Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 


Use tax report and payment due. 
June 30—— 


Oil, gas and mineral gross production 
report and payment due. 


OREGON 
June 15— 
Butterfat tax due. 


June 20—— . 

Alcoholic beverage tax report and pay- 
ment due. 

Motor carrier report due if tax is paid 
as per Table A or B. 

Motor vehicle broker and forwarder pay- 
ment due. 

Use fuel tax report and payment due. 


June 25—— 
Gasoline tax report and payment due. 


June 30—— 
Motor carrier payment due if tax is paid 
as per Table A or B. 


PENNSYLVANIA 
June 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 


Soft drinks tax report due. 


June 15—— 

Employers’ return of tax withheld at 
source under Philadelphia income tax 
due. 

Manufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax withholding re- 
turn and payment due. 


June 30—— 
Gasoline tax report and payment due. 


Use fuel tax report and payment due. 


RHODE ISLAND 
June 10-—— 
Manufacturers’ alcoholic beverage report 
due. 


June 15—— 
Gasoline tax report and payment due. 


June 20—— 
Sales and use tax return and payment due. 


SOUTH CAROLINA 





June 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


June 10—— 
Admissions tax report and payment due. 


Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 

Power tax return and payment due (last 
day). 


June 15—— 
Income tax second installment due. 
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June 20—— 


Dealers’ fuel oil report due. 

Gasoline tax report and payment due. 

Users of fuel oil, tax return and pay- 
ment due. 


SOUTH DAKOTA 





June 1 
Express companies’ report due. 
Motor carriers of passengers, tax due. 
Railroad, telegraph and telephone, sleep- 
ing car, light, power, heating, water 
and gas companies’ property tax re- 
turn due. 


June 10—— 

Interstate motor carriers’ report and tax 
due. 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Use fuel tax report and payment due. 


June 20—— 
Passenger mileage tax due. 


June 30—— 
Dealers’ gasoline tax report due. 
Property tax return due (last day). 





TENNESSEE 
June 1 
Chain store tax due. 
June 10— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


June 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


June 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 


TEXAS 
June 15—— 
Beer tax report and payment due. 


Oleomargarine dealers’ report and tax due. 


June 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 


State Tax Calendar 





June 25—— 


Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 


June 30—— 
Oil production tax report and payment 
due. 


Property tax second installment due. 


UTAH 
June 1—— 
Mining occupation tax due. 
June 10—— 


Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 


June 15—— 
Excise (income) tax second installment 
due. 


Use fuel tax report and payment due. 


June 25—— 
Carriers’ gasoline tax report due. 


Distributors’ and retailers’ gasoline tax 
report and payment due. 


June 30—— 
Cigarette license expires. 


VERMONT 
June 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
June 15—— 
Corporation income tax second installment 
due. 


Electric light and power companies’ re- 
port and tax due, 


Personal income tax second installment 
due. 


June 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
June 1 
Bank share tax due. 


Corporation income tax due. 


June 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 


Warehousemen’s tobacco tax due. 
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June 20—— 


Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax re- 
port due. 


June 30—— 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
June 10—— 


Brewers and manufacturers of malt prod- 
ucts, report due. 
June 15—— 
Butter substitutes 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
June 20—— 
Use fuel tax report and payment due. 


June 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


report and payment 


WEST VIRGINIA 
June 1 


Beer license application and fee due. 


June 10—— 


Alcoholic beverage tax report and pay- 
ment due. 





June 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 
June 30—— 
Gasoline tax report apd payment due. 


WISCONSIN 

June 10—— 

Alcoholic beverage tax report due. 

Cigarette wholesalers’ and manufacturers’ 

report due. 

June 20—— 

Gasoline tax report and payment due. 
June 25—— 


Railroad, telegraph, sleeping car and ex- 
press companies’ property tax first in- 
stallment due. 


June 30—— 


Bus registration due (last day). 
Motor carriers’ permit fee due. 


WYOMING 
June 10—— 


Carriers’ gasoline tax report due. 


June 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’ report and tax due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 





TAX COURT COMMISSIONERS—Continued from page 414 





This procedure for the use of commis- 
sioners by the Tax Court has likewise re- 
ceived scant attention from the teaching 
profession. Dean Griswold saw in it a 
further argument for the need of a court 
of tax apppeals. He, however, advocated the 
use of commissioners as a highly desirable 
aid to the Tax Court in the burdensome 
tasks of trial work in tax cases. (Griswold, 
“The Need of a Court of Tax Appeals,” 57 
Harvard Law Review 1153, 1171 (1945).) 


New Benefits for All Concerned 


By the use of commissioners to hear 
testimony and report findings of fact, all 
concerned will reap benefits. Litigants will 
be able to serve their own interests by 
expediting the disposition of their cases. 
Counsel will avoid the loss of time re- 
sulting from being obliged to wait for their 
cases to be reached on a heavy court 
calendar. As illustrated by the Brown and 
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Williamson case, a hearing may be obtained 
promptly, in the home city, without the 
delay usually incident to a hearing before 
a judge of the court on circuit. The interval 
between hearings in any city may be as 
great as a year. 

Furthermore, following the Court of 
Claims practice, there is a possibility that 
hearings may be held in many different 
places, thus doing away with the necessity 
of bringing all the witnesses together in 
one city. The court will be able to dispose 
of the litigation before it with greater dis- 
patch, thus improving the administration 
of justice. 

The tax bar would be well advised to de- 
velop greater familiarity with the advantages 
which this procedure makes possible and 
to resort to its use, especially in litigation 
involving highly technical issues or requir- 
ing the taking of extended testimony. 


[The End] 
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